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This report is dedicated to
Bob Wenzel who, over the course
of his forty year career with the
IRS, most recently as Acting
Commissioner, was able to
successfully balance being a tax
administrator par excellence
and having compassion for

the ordinary taxpayer.




PREFACE

Honorable Members of Congress,

It is my pleasure to submit to you for your review the National Taxpayer Advocate’s 2003
Annual Report to Congress. Three themes are evident throughout this report. First,
Congress and the IRS must act quickly and decisively to address several extremely serious
problems confronting taxpayers. Second, IRS resources must be applied in a way that
achieves a reasonable balance between enforcement activity, on the one hand, and cus-
tomer service and taxpayer rights, on the other. Third, Congress and the IRS need to
undertake more thorough research to ensure that legislative and administrative responses
to perceived problems in tax administration are rooted in fact rather than impression or
anecdote, and that initiatives actually achieve what they are designed to accomplish.

As required by statute, this report identifies and discusses 20 of the most serious problems
encountered by taxpayers. The problem that | believe requires the most immediate and
thorough response is the growing reach of the individual Alternative Minimum Tax. This
problem is looming over all of us — taxpayers, Congress, the IRS. In the years to come,
the IRS will be faced with applying resources to make adjustments to the returns of
increasing numbers of taxpayers who were unaware that they, too, “won” the AMT lot-
tery. For that is how the AMT appears to function — randomly, no longer with any logi-
cal basis in sound tax administration or any connection with its original purpose of taxing
the very wealthy who escape taxation. Congress must address the AMT before it bogs
down tax administration and increases taxpayers’ cynicism to such a level that overall
compliance declines.

The second most serious problem 1 identify is the government’s failure to aggressively
enforce the tax laws with respect to self-employed persons. Income earned by self-
employed persons is not reported to the IRS on a Form W-2 and often is not reported at
all. Thus, it is hardly surprising that self-employed persons account for the largest share
of the known tax gap — the amount of improperly unpaid tax each year — which now is
estimated at a whopping $310 billion annually. Why would the National Taxpayer
Advocate highlight a problem that requires a response involving enforcement initiatives?
The answer is simple — compliant taxpayers are impacted by the large tax gap attributable
to sole proprietor taxpayers. Not only must compliant taxpayers pay more taxes in order
to make up for a revenue collection shortfall, but their confidence in the system is shak-
en. How should a W-2 taxpayer, who has taxes taken out of her paycheck each week, feel
when the free-lance carpenter making small improvements on her home brags about not
reporting these private homeowner payments? Or her children’s day care provider wants
to be paid in cash?
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To date, the IRS’s response has been that these problems are intractable, that they require
too much in the way of resources, and that it is busy pursuing high-dollar abusive tax
schemes and low-dollar Earned Income Tax Credit noncompliance. But how can a fair
and balanced tax system justify ignoring an issue that impacts many more taxpayers in
their daily lives than either of those high profile compliance problems? If an effective
response to the sole proprietorship tax gap requires additional resources, including more
revenue agents and revenue officers in the field, then the IRS should make the case for
those resources. It should not use the lack of resources as justification for a lack of
response.

This report recommends that Congress implement a withholding mechanism on certain
payments to self-employed persons to help address the problem. While this recommen-
dation is sure to be controversial and the specifics can certainly be refined, | believe it
represents a good starting point for discussions about the issue, and its primary virtue is
that it sidesteps the age-old and intractable debate about which standards to apply in dis-
tinguishing between employees and independent contractors.

A second theme of this report is achieving the proper balance between (1) IRS enforce-
ment activity and (2) customer service and taxpayer rights. Clearly, the IRS needs to
maintain an active and vigorous presence in enforcing this country’s tax laws. But these
enforcement initiatives must be balanced with an equally vigorous protection of taxpayer
rights, including the delivery of outstanding customer service. We need, somehow, to
show taxpayers that their duty to comply with tax laws is balanced by the IRS’s obligation
to respect their rights — the right to disagree with proposed IRS adjustments and assert
that disagreement within the tax system.

“Balance” figures prominently in our first legislative recommendation on confidentiality
and disclosure of returns and return information. The promise that we will hold taxpay-
ers’ highly personal information in confidence forms the basis of all tax administration.
Every proposal to create an exception to that promise must be balanced against the
potential impact it will have on taxpayers’ continued willingness to provide that informa-
tion to the IRS. Because we can count on strong forces seeking access to that informa-
tion — for example, the drive to increase government efficiency — I believe Congress must
codify a balancing test to counter those forces.

The concept of balance also plays a role in the regulation of tax practitioners and prepar-
ers. While the IRS begins to look at high-end tax professionals — the lawyers and CPAs
who traffic in corporate technical tax shelters or abuses of Roth IRAs — it cannot overlook
the competency (or incompetency) of tax preparers who serve the majority of U.S. taxpayers.

2003 ANNUAL REPORT o TAKPAYER ADVOCATE SERVICE v



For two years now | have called for action in regulating unenrolled return preparers. \We
have known about the problems associated with this population since before 1976, when
Congress enacted preparer penalties and imposed basic requirements on return preparers.
These problems have compounded with the advent of electronic filing and the entry of
car dealers, pawnshops, and furniture stores into the tax preparation field.

In response to my proposal in last year’s report for registration, testing, and certification
of unenrolled return preparers, every major tax professional organization expressed sup-
port for some form of regulation, as did the Internal Revenue Service Advisory
Committee (IRSAC), the Information Reporting Program Advisory Committee (IRPAC),
and the Taxpayer Advocacy Panel (TAP). The IRS is the only major entity that does not
support such a proposal, without any empirical evidence to justify its lack of action.

This leads to the third theme of the report — the need for better research on which to base
and evaluate tax administration initiatives. Year after year, the IRS has failed to conduct
even the most rudimentary research into understanding what is going on in the area of tax
return preparation. In fact, it does not have a tracking mechanism for complaints about
unenrolled preparers. The General Accounting Office’s (GAO) recent report to Congress
on this issue identified the impact on IRS resources as one consideration in going forward
with a registration scheme. But GAO also noted that “data are lacking about the extent of
problematic paid preparer behavior and the effectiveness of existing IRS actions, which
makes it difficult to assess the tradeoff between benefits and costs.™

Thus, to get things rolling, | am proposing that Congress direct the Secretary of the
Treasury to convene a joint task force to actually compile information about the extent of
“problematic paid preparer behavior” and address all of the concerns raised by the IRS
and others over the years about this issue. Lack of knowledge is no excuse for inaction; it
merely calls for good research as a precedent to action.

In fact, the availability of good research is key to effective tax administration and achiev-
ing balance while taking action. For the IRS to act — in enforcement, in education, in
allocating resources among programs — without a basis in research is to reduce tax admin-
istration to the level of gut instinct and reaction. Actions based on instinct alone can
lead to violation of taxpayer rights and loss of confidence in the tax system.

1 The disclosure provisions of the Victims of Terrorism Tax Relief Act of 2001 expired on December 31, 2003.
At the time of printing this report, Congress has not yet acted on extension of the disclosure provisions.
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Thus, throughout this report, we make recommendations for the IRS or for Congress to
institute studies. These proposals are not meant to tie the hands of the IRS for years.
Rather, they are intended to free the IRS to act wisely. This research can take several
forms, discussed below.

Short-term, focused subject studies. An example of this type of research project involves
Individual Taxpayer Identification Numbers (ITINs). The IRS, in the period of two
months, conducted an in-depth study into the usage, distribution, and source of ITINs
and the tax compliance rate of ITIN holders. The findings of this study were 180 degrees
from earlier, superficial IRS analyses that had driven IRS policy for over a year and a half.
The balanced policy changes adopted by the IRS in response to its new research findings
(outlined in the most serious problem herein) clearly demonstrate the importance of good
numbers to tax administration.

Pilot programs and proofs of concept. The IRS must use (and Congress should require) pilot
programs in order to validate assumptions of effectiveness and impact and to test for
unintended adverse consequences. The EITC certification/precertification pilot falls into
this category. Further, | have proposed that programs be required prior to any further leg-
islative erosion of the confidentiality of taxpayer information under IRC 8 6103. Where
significant taxpayer rights are at stake, research in the form of pilots can serve as a sanity
check so that full-scale action does not create problems for tax administration that will
take years to reverse.

Long-term research as part of an action plan. Research initiatives such as the National
Research Project (NRP) enable the IRS to identify areas of noncompliance so that it can
better focus its compliance and education efforts. Further, the creation of a cognitive lab
would enable the IRS to study what makes taxpayers behave the way they do. Why don’t
taxpayers respond to IRS letters? What is the best way to present information to taxpay-
ers so they actually understand what is expected of them and so that we increase the odds
that they will undertake the desired behavior? What is it about certain kinds of schemes
that makes taxpayers override their risk aversion and make them willing to participate?
This is information that a world-class tax agency should be exploring. Such information
has significant practical application for tax administration.
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Research as evaluation. As IRS launches new compliance or education initiatives, we need
to know if they are, in fact, accomplishing what we hoped they would. When a new
exception to confidentiality of return information is created, are we tracking the long-term
consequences of that exception? Have advances in technology — information sharing — or
in the private sector — commercial databases — eliminated another federal agency’s need
for IRS taxpayer information? Research as evaluation can be an important tool in rein-
forcing key values in the tax system and protecting them from unnecessary erosion.
Program improvements and refinements, based on follow-up research, can ensure that IRS
initiatives are narrowly tailored to achieve their purpose and do not have unintended and
negative impact on tax compliance.

These are the themes of this report — action, balance, and research. Balanced, well-
researched programs do not hamper IRS enforcement or other actions. In fact, they
strengthen these actions and, more importantly, taxpayers’ confidence in a fair and effi-
cient tax system.

Respectfully Submitted,
Nina E. Olson

National Taxpayer Advocate
31 December 2003
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SECTION

MOST SERIOUS PROBLEMS

ENCOUNTERED BY TAXPAYERS

METHODOLOGY OF THE MOST SERIOUS PROBLEM LIST
Over the past year, we objectively evaluated and ranked each taxpayer problem according

to the following factors:

Impact on taxpayer rights

Percentage of taxpayers affected

Barriers to taxpayer compliance, including expense, time, and burden
Impact of noncompliance on tax revenue

Congressional interest

National Taxpayer Advocate interest

® & 6 6 6 o o

External stakeholders interest

¢ Frequency of issue in TAS case advocacy database

A detailed ranking of the 20 most serious problems appears in Appendix 5. Many of the
issues impact both individual and business taxpayers; some apply to individuals exclusive-
ly while others affect only businesses.

TAMIS List

We have also prepared a second list of taxpayer problems based solely on Taxpayer
Advocate Service (TAS) case inventories, as reflected by the Taxpayer Advocate
Management Information System (TAMIS). This list, which appears as Appendix 1,
details the 25 issues that generated the most contacts with TAS from October 1, 2002
through September 30, 2003. While some of the same topics appear on both lists of tax-
payer concerns, the tracking codes used in TAMIS can encompass a variety of issues and
may not reveal the underlying causes of problems. Further, taxpayers who contact TAS
are a small subset of taxpayers who encounter problems with the IRS
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PROBLEMS

IRS Response

As we do every year, we shared our definition and analysis of each problem with the IRS
Operating Division Commissioners to give them a chance to comment on the issues.
Their responses are published in full under the headings “IRS Comments” and “IRS
Initiatives to Address the Problem.” We have also listed the “IRS Responsible Official”
for each problem, although we recognize that other officials or Operating Division
Commissioners may be involved in these issues. The Taxpayer Advocate Service then
comments upon the IRS response.
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! IRC §7803(c)(2)(B)(ii)(IV).
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SECTION

Problem Rank | Prabiem Tite :;'::;';"::; T::::';::s
Alternative Minimum Tax for Individuals v
2 Nonfiling and Underreporting by Self-Employed Taxpayers v v
3 Earned Income Tax Credit (EITC) Compliance Strategy v v
4 Appeals Implementation of the Collection Due Process (CDP) Y Y
Program
5 Individual Taxpayer Identification Number (ITIN) Program and Y
Application Process
6 Combination Letter v v
7 Offers in Compromise v v
8 Math Error Authority v v
9 Navigating the IRS v v
10 No Response Audit Cases v
11 Taxpayer Assistance Centers (TAC) v v
12 Earned Income Tax Credit Outreach & Education v v
13 Earned Income Tax Credit Nonfilers v v
14 Separating Joint Accounts of Spouses v
15 Criminal Investigation Freezes v v
16 Appeals Inventory Delays v v
17 Federal Tax Deposit (FTD) Penalty v
18 Federal Payment Levy Program (FPLP) v
19 Manual Refund Inconsistencies v
20 Combined Annual Wage Reporting (CAWR) Reconciliation v v
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PROBLEMS

PROBLEM
TOPIC #1 MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS

DID YOU KnNOW?
¢ The minimum tax was enacted into law in 1969 after Congress learned that 155
taxpayers with adjusted gross incomes (AGI) of $200,000 or more for the 1966 tax
year had paid no federal income tax at all.!

¢ The Joint Committee on Taxation projects that within the next decade, almost two
million taxpayers with incomes as low as $30,000 will have to prepare the AMT
schedule with their tax returns - if only to prove that they do not owe AMT.?

=
- S
- A
—
(—}
R en
= m
m
-
]
e &
=
[}

¢ In tax year 2001, over 660,000 taxpayers with adjusted gross incomes under
$200,000 paid more than $1.625 billion in AMT. The number of taxpayers with
AGI of less than $50,000 owing AMT in 2001 is virtually the same as the number
of taxpayers with AGI between $475,000 and $500,000 who owed no AMT.?

¢ By 2008, it will cost less to repeal the regular income tax structure and keep the
AMT ($74 billion) than to abolish the AMT ($85 billion).*

¢ In 2005, it is projected that 65 percent of married couples with an adjusted growth
income (AGI) between $75,000 and $100,000 with two or more children will be affected
by the AMT - up from one percent in 2003.> Overall, the AMT is projected to affect
approximately 12.7 million taxpayers in 2005 - up from just over 2.4 million today.®

¢ 1In 2010, the AMT is projected to affect nearly 32 million taxpayers.” The majority
will have incomes under $100,000, and more than 36 percent of taxpayers with
incomes between $50,000 and $75,000 will owe AMT.?

¢ Taxpayers must often fill out a 12-line worksheet, read eight pages of instructions,
and complete a 65-line form — only to find they owe little or no AMT after all.’
Other taxpayers must complete the 65-line form, even though they are not subject
to the AMT, to substantiate their entitlement to certain tax credits.

¢ Taxpayers subject to the AMT must calculate their tax liability twice, once under
regular income tax rules and again under AMT rules.

! The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1, p.
46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).

2 Joint Committee on Taxation data (as cited by American Institute of Certified Public Accountants, AICPA
Outline of Individual AMT, Tax Analysts, 2001 TNT 131-77, April 23, 2001).

® Tax Year 2001,Compliance Research Information System (CRIS), Model IFM 2003. Approximately 40,000 tax-
payers fell into each category.

* Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 109.

5

Id.
® Joint Committee on Taxation (unpublished data furnished on Nov. 5, 2003).
7

Id.

® Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, pp. 105 and 107 (table 1).

° 2003 Form 1040 Instructions, Worksheet To See if You Should Fill in Form 6251, line 42, p. 38; Form 6251,
Alternative Minimum Tax - Individuals.
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

¢ Taxpayers are projected to lose the benefit of nearly 12 billion dollars in tax credits
(such as business credits) in 2010 because of AMT.”

DEFINITION OF PROBLEM

The concept of an add-on minimum tax entered the Internal Revenue Code more than
three decades ago. Congress enacted the tax after hearing testimony that 155 taxpayers
with adjusted gross incomes (AGI) above $200,000 had paid no federal income tax for the
1966 tax year." The purpose of this add-on tax was to prevent wealthy taxpayers from
escaping tax liability through the use of tax avoidance transactions.

Over time, however, the add-on tax - since modified and designated the Alternative
Minimum Tax or “AMT” - has reached a very different taxpayer population than Congress
originally intended. The AMT now impacts approximately 2.4 million taxpayers and is
projected to affect nearly 32 million taxpayers by 2010, including many with incomes
below $50,000."

Far from affecting only the wealthiest taxpayers, the AMT by 2010 will raise 52 percent of
its revenue from households with incomes of less than $100,000, up from nine percent
today.® The AMT also imposes tax on many activities that can hardly be viewed as
attempts at tax avoidance, such as having children (the tax benefits of dependency exemp-
tions are lost under the AMT).

The mechanics and computation of AMT tax liability are so complex that many taxpayers
may not even realize they are subject to the tax. Some taxpayers are dismayed to discover
they have large AMT liabilities they did not anticipate and cannot pay. To make matters
worse, the difficulty of projecting AMT tax liability in advance makes it challenging for
taxpayers to compute and make required estimated tax payments, which often results in
these taxpayers being subject to penalties.

Although there are no studies specifically measuring the compliance costs arising from
AMT, the IRS has estimated that taxpayers spent over 29 million hours in 2000 complet-
ing and filing AMT tax forms, or roughly 63 hours per each taxpayer who actually pays
the AMT.* This burden is growing dramatically as increasing numbers of taxpayers fall
under the AMT regime.

% Department of the Treasury, Office of Tax Analysis, Paper 87, table 1 at p. 19, June 2000; IRC § 55(c)(2).

™ The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1,
p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).

2 J0int Committee on Taxation (unpublished data furnished on Nov. 5, 2003); see also Leonard E. Burman,
William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections and Problems, Tax
Notes, July 7, 2003, p. 107 (projecting that the AMT will affect 33.1 million taxpayers in 2010).

¥ Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:

 Internal Revenue Service, Annual Report from the Commissioner of the Internal Revenue on Tax Law Complexity, June

SECTION Projections and Problems, Tax Notes, July 7, 2003, p. 105.
0NE 5, 2000, p. 26.
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS Toric#1 PROBLEMS

ANALYSIS OF PROBLEM

Background of the AMT

The concept of a minimum tax was initially developed in response to reports that a small,
wealthy group of taxpayers was avoiding taxes altogether through the use of tax avoidance
techniques.” In 1969, the House of Representatives adopted recommendations of the
Treasury Department and passed a bill to impose a minimum tax by limiting certain tax
preference items, in the aggregate, to 50 percent of gross income.”® This approach required the
use of a complex formula designed to allocate itemized deductions between taxable income
and non-taxable income and to disallow those deductions allocated to non-taxable income."
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The Senate changed the bill, adopting instead a tax on specified preference items in excess
of a $30,000 exemption amount.®® The final bill followed the Senate’s approach and
imposed an add-on tax of 10 percent on nine specific tax preference items when the sum
of the preference items exceeded $30,000.%

The Tax Reform Act of 1976 and the Revenue Act of 1978 both made modifications to
the add-on tax. The 1976 Act, among other things, increased the add-on tax rate to 15
percent and lowered the exemption amount from $30,000 to $10,000.* The 1978 Act
went a step further, restructuring the tax into two components. The add-on tax was
retained for all tax preferences except the capital gains deduction and excess itemized
deductions, and a new alternative minimum tax was established to adjust the taxpayer’s
income for these two items of tax preference. This new alternative minimum tax (AMT)
imposed a progressive three-tiered rate structure on AMT: 10 percent on AMT income
between $20,001 and $60,000; 20 percent on AMT income between $60,001 and
$100,000; and 25 percent on AMT income over $100,000.*

In 1982, Congress repealed the add-on tax and replaced it with the alternative minimum
tax (AMT).”? Although Congress has enacted many technical changes over the past two
decades, the basic structure of the AMT rules has remained intact.

% The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st Cong., pt. 1,
p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury); Committee on Ways and Means of the
U.S. House of Representatives and Committee on Finance of the U.S. Senate, 91st Cong., Tax Reform Studies
and Proposals, U.S. Treasury Department, pt. 1, p. 132 (Comm. Print 1969).

' H.R. 13270, § 301(a) (version passed by the House of Representatives on Aug. 8, 1969).
'" See H.R. Conf. Rep. No. 91-782, p. 301 (1969).
® H.R. 13270 (substituted version passed by the Senate on Dec. 11, 1969).

¥ Tax Reform Act, Pub. L. No. 91-172, § 301 (1969). The nine specified tax preference items were (1) excess
investment interest income, (2) accelerated depreciation on personal property, (3) accelerated depreciation on
real property, (4) amortization of certified pollution control facilities, (5) amortization of railroad rolling stock,
(6) tax benefits from stock options, (7) bad debt deductions of financial institutions, (8) depletion, and (9) the
deduction for capital gains.

% Tax Reform Act, Pub. L. No. 94-455, § 301 (1976).
%! Revenue Act, Pub. L. No. 95-600, § 421 (1978).
2 Tax Equity and Fiscal Responsibility Act, Pub. L. No. 97-248, § 402(a) (1982).
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MOST SERIOUS PROBLEM: ALTERNATIVE MINIMUM TAX FOR INDIVIDUALS TOPIC #1

How the AMT Is Computed

The AMT is a separate system from the regular income tax, with unique rules governing
the recognition of income and the timing of deductions and credits. Taxpayers are often
required to maintain two sets of records - one for regular income tax purposes and one for
AMT purposes.

The determination of AMT liability, if any, is complex:

4

First, the taxpayer must calculate his or her regular tax liability. The regular
income tax rules provide preferred treatment for certain types of income and allow
taxpayers to claim certain exemptions, deductions, exclusions and credits.

Second, the taxpayer must determine whether he or she is subject to additional tax
under the AMT regime. The IRS has developed a 12-line worksheet (Worksheet To
See if You Should Fill in Form 6251)* to help taxpayers determine whether they
may be subject to the AMT. If the worksheet indicates that a taxpayer is potential-
ly subject to the AMT, the taxpayer must complete Form 6251 (Alternative
Minimum Tax - Individuals), which contains 65 lines. Many taxpayers are required
to complete Form 6251 - only to find that they do not have an AMT liability.

Third, the taxpayer must compute their alternative minimum taxable income
(AMTI) on Form 6251. This computation generally requires taxpayers to give up
the benefit of tax preference items to which they are entitled under the regular tax
system (e.g., dependency exemptions, a standard deduction, and itemized deduc-
tions for state and local taxes, employee business expenses and legal fees).*

Fourth, the taxpayer must determine an “exemption amount” to which he is enti-
tled based on filing status.

Fifth, the taxpayer must compute his “taxable excess” by subtracting his exemption
amount from his AMTI.

Sixth, a taxpayer with a positive “taxable excess” must compute his “tentative mini-
mum tax.” A “taxable excess” of $175,000 or less is taxed at a 26 percent rate and
any additional “taxable excess” is taxed at a 28 percent rate. (The total amount is
the tentative minimum tax).”

Seventh, the taxpayer must compute his “alternative minimum tax” or “AMT.”
The AMT is equal to the excess of the taxpayer’s tentative minimum tax, if any,

2003 Form 1040 Instructions, p. 38.

% Required adjustments listed on Form 6251 include adjustments for medical and dental expenses, state and
local taxes, certain non-allowable home mortgage interest, miscellaneous itemized deductions, tax refunds,
investment interest, depletion, certain net operating losses, interest from specified private activity bonds, quali-
fied small business stock, the exercise of incentive stock options, estates and trusts, electing large partnerships,
property dispositions, depreciation on certain assets, passive activities, loss limitations, circulation costs, long-
term contracts, mining costs, research and experimental costs, income from pre-1987 installment sales, intangi-
ble drilling costs, certain other adjustments and alternative tax net operating loss deductions. See IRC §§ 56

SECTION
and 57; IRS Form 6251 (Alternative Minimum Tax - Individuals), Part I.
0NE % |IRC § 55(b)(1)(A).
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over his regular tax liability (reduced by any tax from Form 4972 (Tax on Lump
Sum Distributions) and any foreign tax credit from Form 1040). If the net result is
a negative number or zero, the taxpayer does not owe AMT.

¢ Eighth, if the taxpayer owes AMT, he computes his final tax liability by adding his
regular tax liability and his AMT liability.*

The “exemption amount” described above replaces the standard deduction and personal
exemptions for purposes of computing the AMT.? Prior to 2001, the AMT exemption
amounts were $45,000 for married taxpayers® and $33,750 for most other taxpayers.
Congress increased the exemption amounts in 2001 and then again in 2003 to $58,000
for married individuals and $40,250 for most other taxpayers through 2004,” but these
higher exemption amounts are set to expire and revert to pre-2001 levels in 2005. The
exemption amount is phased out for married taxpayers with AMTI exceeding $150,000
and non-married taxpayers with AMTI exceeding $112,500.%
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A taxpayer who is subject to the AMT accrues AMT credits.® However, these credits may
be applied only to timing items — not to exclusion items. Timing items are those that are
accounted for in different tax years in the regular tax and AMT systems. For example, the
AMT in some instances requires taxpayers to depreciate property over a longer period of
time. Exclusion items are adjustments and tax preference items that result in the perma-
nent disallowance of certain tax benefits such as the standard deduction, personal exemp-
tions and certain itemized deductions. In addition, AMT credits can only be used when
the regular tax liability reduced by other nonrefundable credits exceeds the tentative mini-
mum tax for the tax year.

To claim AMT credits, taxpayers must complete Form 8801 (Credit For Prior Year
Minimum Tax - Individuals, Estates, and Trusts), which the IRS estimates will take more
than five hours.”

% In most cases, the taxpayer’s final tax liability is simply the greater of his regular tax liability or his tentative
minimum tax liability. But because the Code requires adjustments for tax from Form 4972 (Tax on Lump
Sum Distributions) and any foreign tax credit from Form 1040, the Seventh and Eighth steps are required to
ensure that taxpayers with these tax items obtain the correct result.

7 IRC §§ 55(d)(1) & 56(b)(1)(E).

% In cases where married persons file separate returns, each taxpayer is entitled to 50 percent of the exemption
amount allowable to married taxpayers who file joint returns.

% Economic Growth and Tax Relief Reconciliation Act, Pub. L. No. 107-16, § 701 (2001); Jobs and Growth Tax
Relief Reconciliation Act, Pub. L. No. 108-27, § 106(a) (2003).

* IRC § 55(d)(3).
% IRC §53.
* |RS Form 8801, Credit for Prior Year Minimum Tax - Individuals, Estates, and Trusts.
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Problems Arising From the AMT
Some of the most significant problems arising from AMT include the following:

¢ Impact on “Wrong” Taxpayers - The AMT no longer targets just wealthy taxpayers
who are not paying regular income taxes, but encroaches upon other groups. The
number of AMT filers is projected to grow to over 30 million by 2010.* By that
time, the AMT will become the de facto tax system for households with incomes
between $100,000 and $500,000, with 92 per cent of them facing the tax.*

¢ Lack of AMT Knowledge - Taxpayers often file their returns not knowing about
AMT or expecting to be subject to it, but subsequently receive bills relating to the
AMT that they are not prepared to pay. In fiscal year 2003, the IRS closed more
than 19,000 examinations that were initiated because of suspected AMT liabilities.
These examinations resulted in additional tax assessments of nearly $39 million -
more than $2,000 per return.®

¢ Complexity - The individual AMT is completely separate from the regular income
tax structure. Taxpayers may need to fill out a 12-line worksheet and then a 65-line
form (IRS Form 6251, Alternative Minimum Tax - Individuals) just to determine
whether they are subject to AMT. Other complexities of AMT include the re-com-
putation of the foreign tax credit,® its effects on incentive stock options* and capi-
tal gains rates,® and the treatment of income of minor children (the so-called
kiddie tax).*

+ Failure to Index AMT Exemptions for Inflation - Regular income tax standard
deductions, exemptions and filing thresholds are all adjusted for inflation. The
AMT exemption amounts, however, have not been indexed for inflation. When
Congress enacted the add-on tax in 1969, the exemption amount was $30,000. If
that amount had been indexed, it would be worth nearly $150,000 today.*
Instead, as discussed above, the AMT exemptions are scheduled to return to
$45,000 for married taxpayers and $33,750 for most other taxpayers in 2005.* The

* Joint Committee on Taxation (unpublished data furnished on Nov. 5, 2003); see also Leonard E. Burman,
William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections and Problems, Tax
Notes, July 7, 2003, p. 107 (projecting that the AMT will affect 33.1 million taxpayers in 2010).

* Leonard E. Burman, William G. Gale Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT: Projections
and Problems, Tax Notes, July 7, 2003, p. 105-106.

* IRS Wage & Investment Operating Division, Audit Information Management System (FY 2003 data).
% IRC § 59(a).

¥ IRC § 56(b)(3).

*® IRC § 55(b)(3).

¥ IRC § 59(j).

“ Department of Labor, Bureau of Labor Statistics, Consumer Price Index - All Urban Consumers (CPI-U)
(Sept. 16, 2003).

“1 Economic Growth and Tax Relief Reconciliation Act, Pub. L. No. 107-16, § 701 (2001); Jobs and Growth Tax

SECTION
0NE Relief Reconciliation Act, Pub. L. No. 108-27, § 106(a) (2003).
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absence of an AMT indexing provision is largely responsible for the increasing
numbers of middle-class taxpayers who are subject to the AMT regime.*

¢ Adverse Impact on Families - Married taxpayers will be more than 20 times as like-
ly as single taxpayers to pay AMT in tax year 2010. Approximately 5.7 million tax-
payers can be expected to pay AMT in 2010 simply because they lose the benefit
of dependency exemptions under the AMT.*

¢ Loss of Itemized Deductions - An individual taxpayer must add back certain item-
ized deductions when computing AMT.* This causes difficulties for those with
large expenditures such as legal fees in court settlements, state and local taxes, or
employee business expenses.
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¢ Unpredictability of Estimated Tax Payments - Because the law is so complicated, it
is difficult if not impossible to predict whether an individual will be subject to
AMT. This causes problems in paying the correct estimated tax for the year and
can result in penalties for underpayment. In tax year 2001, over 176,000 taxpayers
facing AMT were also required to pay nearly $103 million in estimated tax penal-
ties.”

¢ Taxation of Incentive Stock Options - A taxpayer’s exercise of incentive stock
options creates paper (phantom) gain in the year the stock is purchased (the option
exercise). This gain is not taxed under the regular tax rules but is taxed for AMT
purposes. The gain is the difference between the option price and the market
value of the stock on the date the option is exercised to purchase the shares.

¢ Two Computations of Foreign Tax Credits - Taxpayers who claim the foreign tax
credit (and thus must complete the complex Form 1116 (Foreign Tax Credit)) are
required to recompute the amount of the foreign tax credit if they are subject to
the AMT pursuant to special rules in Internal Revenue Code section 59(a).

¢ Limitation on Availability of General Business Credits - General business tax cred-
its are not denied for purposes of computing AMT]I but are limited by the taxpay-
er’s tentative minimum tax.”® To illustrate, assume a taxpayer has a regular tax
liability of $10,000 prior to credits, tentative minimum tax of $9,000, and a $2,000
credit under IRC § 44 for constructing an access ramp to his business for disabled

2 The effect of the absence of AMT-exemption indexing is compounded by the fact that key tax preference
items that are included in AMTI - e.g., the standard deduction and personal exemptions - are indexed annual-
ly.

* Leonard E. Burman, William G. Gale & Jeffery Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 105-106.

“IRC § 56(b) & (). Common itemized deductions that must be added back to income include, but are not
limited to, state and local taxes, real estate and personal property taxes, mortgage interest not used for the pur-
chase or improvement of a personal residence, medical expenses exceeding 7.5 percent but less than 10 percent
of adjusted gross income, and certain miscellaneous itemized deductions such as employee business expenses
and legal fees.

> Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.
“®IRC § 38(c)(1).
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individuals. Absent the credit, the AMT would have no effect on this taxpayer
because his regular tax liability exceeds his tentative minimum tax. However, the
disabled access credit would reduce the taxpayer’s regular tax liability to $8,000,
which is below his tentative minimum tax. Therefore, the taxpayer is only entitled
to a credit amount of $1,000 and must carry back or carry forward the $1,000 cred-
it balance. Under these circumstances, the taxpayer would be required to complete
Form 6251 and attach it to his return - even though the taxpayer does not have an
AMT liability - to substantiate his entitlement to a portion of the credit. In all,
taxpayers are projected to lose nearly 12 billion dollars in tax credits, mostly busi-
ness credits, in 2010 because of the AMT.”

Timing Issues Resulting from AMT Tax Credit Regime - The portion of AMT
attributable to timing items reflects the difference between when certain deduc-
tions are allowable under the AMT and when the same deductions are allowable
under the regular income tax. The taxpayer can only claim an AMT credit in sub-
sequent years when the regular tax exceeds the AMT.

Requirement of Two Sets of Records - Taxpayers often must keep separate records
for regular tax and AMT purposes. For example, assume a taxpayer placed an
office building into service prior to 1999 and is claiming straight-line depreciation
on the building. The taxpayer would depreciate the building over a 39-year period
for regular tax purposes,” but for AMT purposes the depreciation period would be
40 years instead.”

Inconsistent Treatment of Carryover Items - When a taxpayer loses a tax benefit
because of the AMT, the taxpayer may or may not be entitled to carry the benefit
to another tax year, and the carryover periods vary from item to item. For exam-
ple, an unused credit otherwise allowable for placing a qualified electric vehicle
into service may not be carried over.® If the credit cannot be used in the year in
which the vehicle is placed into service, it is permanently lost. Unused general
business credits, on the other hand, generally may be carried back one year and
carried forward 20 years.® Unused foreign tax credits generally may be carried back
two years and forward five years.”

Two Computations of Capital Gains Tax - Capital gains are taxed for regular tax
purposes at lower rates than the AMT rates. Because Congress wanted to preserve
tax-favored capital gains treatment under the AMT regime, a taxpayer with capital
gains who owes AMT must complete 30 lines on Form 6251 after having already

" Department of the Treasury, Office of Tax Analysis, Paper 87, table 1 at p. 19, June 2000; IRC § 55(c)(2).
“IRC § 168(c).
“ IRC § 56(a)(1)(A)(i) (referencing IRC § 168(g)).

%0 A credit may be carried to another taxable year only if the Code expressly provides for it. In the case of the
credit for placing a qualified electric vehicle into service, carryovers are not authorized. See IRC § 30(a).

SECTION )
IRC § 39(a).
0NE %2 IRC § 904(c).
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completed the 53-line Schedule D (Capital Gains and Losses) for regular tax pur-
poses.

¢ Increased Use of Paid Preparers - Approximately 55 percent of taxpayers without
AMT liabilities pay to have their returns prepared. Where a taxpayer has an AMT
liability, the use of paid preparers jumps to nearly 80 percent.”

¢ High AMT Marginal Tax Rates Due to Phase-out of AMT Exemption - As
described above, the AMT rules impose tax at a rate of 26 percent on a “taxable
excess” (i.e., AMTI reduced by the applicable AMT exemption amount) up to
$175,000 and 28 percent on higher amounts. However, the AMT exemptions
phase out at a 25 percent rate for married taxpayers with AMTI exceeding
$150,000 and non-married taxpayers with AMTI exceeding $112,500.* Therefore,
the AMT marginal tax rate can reach 35 percent.
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Impact of the AMT

From October 2002 through August 21, 2003, the Taxpayer Advocate Service accepted
more than 500 hardship cases directly related to difficulties taxpayers faced because of the
AMT.® Many of these taxpayers did not understand that they were subject to AMT. A
sample of 100 of these hardship cases found more than half were the result of IRS exami-
nations, while many others were caused by math errors.*® Other factors that produced
AMT hardship cases were incorrect computations by the taxpayer or the IRS, taxpayers
not being aware of the AMT, the impact of legal fees from employment-related settle-
ments, the number of dependency exemptions claimed, filing status, foreign income, and
credits for prior years. The following examples and tables highlight some of the AMT
problems and inequities encountered by taxpayers.”

Example 1: AMT and Filing Status

In 2002, a married man with three children earned $20,000, received a lump sum settle-

ment of $50,000 from a job-related injury, and incurred legal fees (i.e., attorney fees plus
related legal costs) from the settlement of $25,000. If the taxpayer lived in New York, he
would report 100 percent of the settlement income and deduct the $25,000 in legal fees

on Schedule A (miscellaneous itemized deductions). The AMT would be $1,346. If the

% Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.
* IRC § 55(d)(3).

% Taxpayer Advocate Management Information System (TAMIS) query on Alternative Minimum Tax, Form
6251 (Oct. 1, 2002 to Aug. 21, 2003).

% Taxpayer Advocate Management Information System (TAMIS) query on Alternative Minimum Tax, Form
6251. Of the 100 cases sampled, 40 were due to IRS errors and 40 were due to taxpayer or preparer errors.
Seventeen taxpayers did not know they were subject to AMT. AMT was attributable to exemptions or filing
status in 15 cases, Schedule D or capital gains transactions in 14 cases, employee business expenses and other
miscellaneous deductions in 10 cases, and foreign tax credits and legal fees for settlements in 5 cases each.

*" For simplicity, the following examples do not take into account the effects of the child tax credit for purposes
of computing the “Total Tax” rows. Examples 1 and 2 illustrate common AMT issues but are not drawn from
specific TAS cases. Example 3 describes the facts of a TAS case.
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husband decided to file a separate return, he would be required to file using married-fil-
ing-separate status and would face an AMT of $5,637. If the husband were not married
and had custody of his three children, he would file as head-of-household and be liable
for $4,241 in AMT.

(-

; = The following table compares the AMT effects on the Married Filing Joint, Married Filing

E o Separate and Head of Household filing status using 2002 tax rates.

=2

;“— TABLE 1.1.1, AMT AND FILING STATUS
Filing Status Married Filing Joint Married Filing Separate Head of Household
Adjusted Gross Income (AGI) $70,000 $70,000 $70,000
Schedule A Miscellaneous — Legal Expenses $25,000 $25,000 $25,000
Tentative Minimum Tax $5,460 $11,830 $8,905
Regular Tax $4,114 $6,193 $4,664
AMT $1,346 $5,637 $4,241
Total Tax $5,460 $11,830 $8,905

Although the AMT exemption amounts have temporarily increased for tax years after
2002, Schedule A itemized deductions continue to be a source of inconsistent treatment
for middle income families. The type of Schedule A itemized deduction is a key factor in
determining whether an AMT obligation is triggered, because the AMT does not treat
itemized deductions uniformly. A married couple with three children living in a high tax
area or incurring high employee business expenses is more likely to owe AMT than a sim-
ilar family that had other itemized deductions, such as mortgage interest or charitable
contributions, which are not taken into account for AMT purposes.

Example 2: AMT and Deductions

In 2002, a married couple with five children had combined wages of $75,000 and paid
$10,000 in state and local taxes. This couple was subject to $756 in AMT. If the couple
had incurred $10,000 in employee business expenses or job-related legal fees instead, the
couple would have been subject to AMT of $531. However, if the $10,000 in itemized
deductions were a combination of $5,000 of mortgage interest and $5,000 of taxes, the
couple would not have paid any AMT. Therefore, even though the couple had the same
total income and itemized deductions under the regular tax rules, the difference in treat-
ment of taxes and deductions under the AMT would produce different AMT liabilities
and, in the third case, a total tax liability that is $756 lower.

SECTION

ONE
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TABLE 1.1.2, AMT AND ITEMIZED DEDUCTIONS

Tax Year 2002: Tax Year 2002: Tax Year 2002:
High Tax High EBE or Legal Fees Tax and Mortgage Interest Split

Filing Status ME] ME] ME] -
Adjusted Gross Income (AGI) $75,000 $75,000 $75,000 ; 2
S&L Taxes $10,000 $5,000 = e
Schedule A Miscellaneous $10,000 E =
Mortgage Interest $5,000 * E
Tentative Minimum Tax $6,760 $6,760 $5,460

Regular Tax $6,004 $6,229 $6,004

AMT $756 $531 $0

Total Tax $6,760 $6,760 $6,004

Difference 0 0 ($756)

Example 3: The AMT and Incentive Stock Options

A taxpayer who worked as a computer programmer was granted incentive stock options.
The fair market value of the stock was much higher than the price of the option, so the
taxpayer decided to exercise her options and purchase the stock. However, because the
difference between the option price (purchase price) and the market value is added back
to income in determining AMT, this decision created AMT of over $520,000 even though
the taxpayer had merely purchased stock and had not yet sold it. The following year, the
stock price dropped sharply and the taxpayer lost her job. She could not pay the AMT
liability, so she filed an offer-in-compromise with the IRS seeking relief from the AMT.
The IRS declined the offer because of the taxpayer’s substantial investment holdings and
because she was still young with significant potential future earnings.®

TAXPAYER ADVOCATE COMMENTS AND RECOMMENDATIONS

Prior Recommendations: Repeal of AMT
The National Taxpayer Advocate first recommended repeal of the AMT in the Annual
Report to Congress for 2001.* Wk reiterate this reccommendation.

The AMT is extremely and unnecessarily complex and results in inconsistent and unin-
tended impact on taxpayers. A recent newspaper column provided a description of the
AMT that, although sarcastic, is accurate in detail:

Here’s an idea: Let’s devise a politically inept tax policy. We’ll begin by
eliminating tax breaks people have been accustomed to for decades, such as
those for qualified retirement accounts, and state and local taxes. Next,
we’ll negate the child tax credit so that families with young children will be

% Taxpayer Advocate Management Information System (TAMIS) query on Incentive Stock Options and AMT
(Oct. 1, 2002 to Sept. 12, 2003).

*° National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2001), p. 172-173.
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hit especially hard. Then, we won’t adjust for inflation, so that our tax will
affect more people each year as their incomes grow along with the economy
and inflation. We’ll tell people that they must calculate their taxes twice,
using two different formulas - and finally we’ll add insult to injury by
requiring them to pay whichever amount is higher.*

For reasons discussed in this report and the reasons highlighted in this newspaper passage,
the AMT is bad policy, and its repeal would simplify the Internal Revenue Code, provide
more uniform treatment for all taxpayers, and eliminate the oddity of dual tax systems.
AMT repeal would also allow the IRS to realign compliance resources to facilitate more
efficient overall administration of the tax code.

Members of Congress have considered the repeal of the AMT for several years. In 1999,
Congress voted to repeal the individual AMT, but the legislation was vetoed.® During the 108th
Congress alone, approximately 15 bills to modify or repeal the AMT have been introduced.*

As the reach of the AMT has expanded to enshare increasing numbers of taxpayers, support
has grown for its outright repeal or major reform. The American Bar Association Section of
Taxation, the American Institute of Certified Public Accountants Tax Division, and the Tax
Executives Institute have jointly called for the repeal of the AMT.® In testimony before the
House Committee on Ways and Means on April 8, 2003, the National Association of
Enrolled Agents also advocated outright repeal or substantial restructuring of the AMT for
individuals.* In the alternative, the Tax Division of the American Institute of Certified Public
Accountants has advocated making state and local taxes fully deductible for AMT purposes.®

If the AMT were repealed, Congress would have to determine how to treat unused prior-
year minimum tax credits. AMT repeal would eliminate the timing issues of using claimed
credits against AMT tax paid in prior years. However, a transition rule would be needed to
address the outstanding AMT credits that have not yet been used as of the repeal date.

We acknowledge that the repeal of the individual AMT would carry a huge price tag. The
cost of repealing or significantly reforming the AMT continues to grow. According to
one study, by tax year 2008 it would cost less to repeal the regular income tax structure
and keep the AMT ($74 billion) than to abolish the AMT ($85 billion).®

8 Kevin Adler & Annette F. Simon, Not Rich? You'll Pay Anyway, The Washington Post, Nov. 2, 2003, p. B1.
81 Taxpayer Relief Act, H.R. 2488, 106th Cong. (1999).

82 A search of the term “alternative minimum tax” in the Library of Congress’s THOMAS online database turned
up 45 bills in the 108th Congress. It appears that the principal purpose of approximately 15 bills was to modify
or repeal the AMT. The balance of the bills had unrelated objectives and addressed the AMT only incidentally.

8 American Bar Association Section of Taxation, American Institute of Certified Public Accountants Tax Division
& Tax Executives Institute, Tax Simplification Recommendations (Feb. 25, 2000), reprinted at 2000 TNT 39-82.

%4 2003 Tax Retum Filing Season and the IRS Budget for Fiscal Year 2004: Hearing before the House Ways and Means Subcommittee
on Oversight, 108th Cong. (2003) (statement of Claudia Hill on behalf of the National Association of Enrolled Agents).

5 American Institute of Certified Public Accountants, Taxation Division, Comments on H.R. 22, The Individual

SECTION
and Small Business Tax Simplification Act of 2003, April 17, 2003, p. 2.
0NE % Leonard E. Burman, William G. Gale & Jeffrey Rohaly, Urban-Brookings Tax Policy Center, The AMT:
Projections and Problems, Tax Notes, July 7, 2003, p. 109.
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Therefore, if Congress decides to repeal the AMT, it would have to compensate for the
lost AMT taxes by raising revenue through the regular tax system or reducing spending.
Notwithstanding that admittedly daunting challenge, we believe it would be fairer, more
transparent, and less burdensome to fund the government through the regular tax system
than through the AMT, whose effects bear scant resemblance to what Congress intended
when it originally enacted a minimum tax regime.

The National Taxpayer Advocate recognizes that repealing the AMT will result in some
taxpayers owing nominal or no tax.” It may be possible to revise the definition of tax
preferences under the AMT to lessen its impact on middle income taxpayers while apply-
ing the AMT to those taxpayers who are the modern day analogue of the original zero-tax
high income taxpayers of 1967. Identifying new tax preferences, better aligned to today’s
tax avoidance techniques, may prove fruitful.
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Alternative Recommendations to Limit the Impact of the AMT

If Congress determines that full repeal of the individual AMT is not viable at this time,
we suggest that Congress consider revising the rules to align AMT more closely with its
original purpose and application and take steps to reduce the complexity and burden the
AMT imposes on taxpayers. The National Taxpayer Advocate recommends that Congress
make at least one of the following changes to the individual AMT.

1. Establish a Gross Income Threshold for AMT

Establishing a return-based gross income threshold according to filing status would pro-
mote simplification and greatly aid taxpayers in determining their exposure to AMT with-
out requiring complicated and time-consuming calculations. For example, Congress
could exempt married taxpayers with gross incomes under $150,000 and other taxpayers
with gross incomes under $75,000 from the AMT. This concept is already incorporated
into the corporate AMT regime. Corporations with annual gross receipts not exceeding
$5 million generally are exempt from the corporate AMT.®

If gross income thresholds are established, taxpayers would be able to determine from
their tax returns whether they are subject to the AMT. The thresholds should be adjusted
annually for inflation. This would shift the AMT back onto higher income taxpayers not
paying taxes, and away from low income and middle income taxpayers.

The use of adjusted gross income for the gross income threshold would be the simplest
option for taxpayers to apply. The taxpayer could simply look at the AGI amount on his
or her return and readily determine whether the AMT could apply. However, this
approach would create a potential advantage for taxpayers who have tax preference items

5 One study estimates that in 2003, 600 taxpayers with income over $1 million escaped federal taxation entirely
and another 2,7000 high income taxpayers escaped taxation before the application of the AMT. Leonard E.
Berman, William G. Gale, and Jeffrey Rohaly, The AMT: Projections and Problems, Tax Notes 105 (July 7, 2003).

5 |RC § 55(e)(1)(B).
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from business ventures, including depreciation deductions, mining exploration and devel-
opment costs, certain long-term contracts, or gains from the exercise of incentive stock
options.® These items are some of the tax deductions Congress sought to limit when it
initially enacted the AMT.

According to tax year 2001 data, approximately 40 percent of all AMT taxpayers would
have been eliminated from AMT liability using AGI thresholds of $150,000 for married
and $75,000 for other taxpayers. These taxpayers paid roughly $840 million in AMT in
2001, representing about 13 percent of the total $6.4 billion AMT paid for that tax year.
A significant number of taxpayers - nearly 640,000 - would be relieved from AMT by
using such an AGI approach.™

2. Index Individual AMT Exemptions for Inflation

Indexing the AMT exemption amounts would prevent the AMT from affecting increasing
numbers of taxpayers each year solely because of the effects of inflation. Congress estab-

lished an exemption amount of $30,000 when it initially enacted a minimum tax in 1969.
While the exemption amounts have been changed several times since then, they have not
kept pace with inflation. As described above, the $30,000 exemption amount enacted in

1969 would be worth nearly $150,000 today if it had been indexed for inflation.™

Legislation introduced in the House of Representatives in the 108th Congress would
increase the exemption amounts for individuals and repeal the phase-out of exemptions.
Under this proposal, the incremental increase to the exemption amounts would be phased
in over 10 years, and after 2012 the AMT would be repealed.”

A similar recommendation has been formulated by the Tax Policy Center, a joint project
of the Brookings Institution and the Urban Institute.” Indexing AMT exemptions for
inflation after 2002 would mirror the indexing of exemption thresholds in the regular tax
system and reduce the number of projected AMT filers in 2010 by 70 percent (over 20
million taxpayers).

This would significantly benefit the middle class, as the number of AMT filers with AGI
between $15,000 and $75,000 would fall by 90 percent and the number with AGI
between $75,000 and $100,000 would drop by 84 percent.™

* IRC §56(a)(1), (2)(2), (@)(3) & (b)(3).
™ Tax Year 2001, Compliance Research Information System (CRIS), Model IFM 2003.

™ Department of Labor, Bureau of Labor Statistics, Consumer Price Index - All Urban Consumers (CPI-U)
(Sept. 16, 2003).

" Alternative Minimum Tax Repeal Act of 2003, H.R. 43, § 3.
™ Leonard E. Burman, William G. Gale, Jeffrey Rohaly & Benjamin H. Harris, The Individual AMT: Problems and

SECTION
Potential Solutions, Sept. 2002, p. 37.
ONE
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3. Eliminate Personal Exemptions, the Standard Deduction, State and Local Taxes,
and Miscellaneous Itemized Deductions as Adjustment Items for AMT

Middle class taxpayers are particularly susceptible to the AMT because some of the most
common deductions — such as the personal exemption, the standard deduction, and item-
ized deductions like state and local taxes and attorney fees — are added back to income
for AMT purposes.

Studies indicate that by 2007, nearly 95 percent of AMT revenues will be attributable to
four specific adjustments — the personal exemption, the standard deduction, state and
local taxes, and miscellaneous itemized deductions.” This equates to nearly $53 billion in
AMT revenue in 2007.

=
- S
- A
—
(—}
R en
= m
m
-
= -
e &
=
[}

The National Taxpayer Advocate recommends that Congress consider eliminating these
deductions as add-backs in the AMT computation as a means of removing from the rolls
of AMT filers substantial numbers of taxpayers against whom Congress never intended to
impose AMT in the first place. This recommendation would reduce or eliminate the
AMT burden for many taxpayers with large families, many taxpayers who live in areas
with high state and local taxes, and many taxpayers who incur high miscellaneous item-
ized deductions.

For tax year 2001, this recommendation would have benefited 3.4 million taxpayers
reporting state and local taxes and 1.2 million taxpayers reporting miscellaneous itemized
deductions as part of their AMT calculations. The amount of AMT adjustments attributa-
ble to the state and local tax deduction in 2001 was $79.9 billion, and the amount attrib-
utable to the miscellaneous itemized deduction was $16.7 billion.”

CONCLUSION

Compared with the regular tax system, the AMT is a parallel “secret” tax system that most
taxpayers have not yet experienced personally. As discussed in this report, the AMT
imposes enormous burdens on those taxpayers whom it affects. Although the AMT was
originally enacted to prevent wealthy taxpayers from avoiding tax liability through the use
of tax avoidance techniques, it now affects substantial numbers of middle-income taxpay-
ers and will, absent a change of law, affect more than 30 million taxpayers by 2010. In
short, it is a time bomb on a short fuse. We urge Congress to face up to the hard choices
that lie ahead sooner rather than later. The AMT is already creating major headaches for
tax administration, and without reform, it will become a true crisis in the very near future.

 Richard M Lipton, Chair, American Bar Association Section of Taxation, To Simplify the Code, Start by Repealing
the AMT, Comments on the Economic Perspective of Code Simplification, TNT 122-131, June 4, 2001.

™ This statistic is computed from data furnished by the Joint Committee on Taxation on Nov. 5, 2003.
" IRS Statistics of Income Division, Individual Statistics of Income Study (Tax Year 2001).

2003 ANNUAL REPORT o TAXKPAYER ADVOCATE SERVICE 19



Table of Contents

PROBLEM
TOPIC #2 MOST SERIOUS PROBLEM: NONFILING AND UNDERREPORTING BY SELF-EMPLOYED TAXPAYERS

RESPONSIBLE OFFICIAL
Dale Hart, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

Sole proprietors and self-employed taxpayers who operate predominantly in the cash
economy, or whose income is not subject to payer reporting requirements, pose a signifi-
cant challenge for tax administrators. Those taxpayers who do not file and report their
business income on Schedule C, Profit or Loss from Business (Sole Proprietorship), or
who underreport their business income if they do file, also present a significant challenge.
Nonfilers and underreporters contribute to the growing tax gap in the United States." The
National Taxpayer Advocate believes this is among the most serious problems facing tax-
payers because the tax gap is growing, and as a consequence, law-abiding taxpayers are
being asked to pay more than their fair share of taxes to make up for the resulting revenue
shortfall.
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ANALYSIS OF PROBLEM

Although the IRS has conducted several studies to identify noncompliant taxpayers as
well as the tax gap attributable to them, it has lagged behind in initiating programs to
bring this segment of the population into compliance.” Noncompliance is any one or a
combination of:

¢ nonfiling,
¢ underreporting, or
¢ non-payment.

The IRS estimates the tax year 2001 gross tax gap at $310.6 billion, comprised of $30.1
billion due to non-filing, $248.8 billion due to underreporting and $31.8 billion due to
underpaying, for an overall “Noncompliance” rate of 15.0 percent.®

! The tax gap is the amount of tax that is imposed by law for a given tax year but is not paid voluntarily and timely.
The estimated size of the gross tax gap for 1998 was $282.5 billion as compared to $310.6 billion for 2001. Tax
Gap Maps for 1998 and for 2001 come from IRS National Headquarters Office of Research, July 17, 2003.

This tax gap data is not adjusted for inflation. IRS does not have the statistics for the categories that contain
a question mark (?) in Table 1.2.1.

% In 1999 the Chief, North Texas District Office of Research and Analysis was named Research Strategy Owner
(RSO) charged with developing a comprehensive Improving Filing Compliance Research Strategy in coordina-
tion with the Assistant Commissioner (Collection) as the customer. Other studies include the IRS Small
SECTION Business/Self-Employed Operating Division, Strategic Assessment Reports dated March 16, 2001 (FY 2003),
March 1, 2002 (FY 2003 FY-2004) and January 31, 2003 (FY 04- FY05).

0NE ®IRS National Headquarters, Office of Research, Tax Gap Map for Tax Year 2001.
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TABLE 1.2.1, TAX GAP ANALYSIS FOR TAX YEARS 1998 AND 2001 ($ IN BILLIONS)

TY2001 V1998

Total Tax Liability $2,076.8 $1,816.4

E’}ij}j@lummly $1,767.4 $1,533.9 ~ §
— —
=]

f:i’;:jmfnziher $55.4 $50.0 = §

Tax Not Collected $255.2 $2325 @ E

(Net Tax Gap)

GROSS TAX GAP $310.6 $282.5

Nonfiling $30.1 $24.3

Individual Income Tax $28.1 $22.6

Corporate Income Tax ? ?

Employment Tax ? ?

Estate Tax $2.0 $1.7

Excise Tax ? ?

Underreporting $248.8 §218.5

Individual Income Tax $148.8 $119.6

Corporate Income Tax $29.9 $37.5

Employment Tax $66.1 $57.9

Estate Tax $4.0 $3.5

Excise Tax ? ?

Underpayment $31.8 $39.7

Individual Income Tax $19.4 $24.2

Corporate Income Tax $2.4 $3.0

Employment Tax $7.2 $10.4

Estate Tax $2.3 $2.0

Excise Tax $0.5 $0.1

*IRS collects late payments for years to come. This category includes tax paid with & without IRS enforcement actions. For comparison, in

FY2000, $24 Billion of tax was collected solely through enforcement efforts.

Unreported income by sole proprietorships is the single largest component of the tax
gap.* Noncompliance is more prevalent among non-salaried workers who do not have
taxes withheld and whose income is easily concealed, including those occupations where
cash transactions are not recorded.

The IRS analysis of the tax year 1998 income tax gap estimates indicates that taxpayers
who file sole proprietorship schedules (Schedule C) were responsible for $132.5 billion (64
percent) of the $206.9 billion income tax gap (individual + corporate income tax). This

* IRS Small Business/Self-Employed Operating Division, Strategic Assessment Report, March 1, 2002,
FY 03-04, p. 4.
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segment also accounted for almost $29 billion (more than 40 percent) of the estimated
employment tax gap for 1998.°> By contrast, the IRS estimated Earned Income Tax Credit
overclaims were between $9.65 and $10.41 billion for tax year 1999.%

An IRS analysis of tax year 1999 filing compliance shows that taxpayers with a Schedule
C filing requirement constitute the largest segment of individual nonfilers.”

¢ Schedule C taxpayers account for 58.6 percent of total dollars due from individual
non-filers, representing a balance due of $15.9 billion.®

¢ Over 82 percent (82.4 percent) of all Small Business/Self-Employed (SB/SE) indi-
vidual nonfilers are Schedule C filers.®

¢ Among nonfilers with a Schedule C filing obligation, 82.2 percent have a balance
due.”

Taxpayers with a Schedule C filing requirement also have the lowest filing compliance
pattern among SB/SE taxpayers, with 6.1 percent filing late and 9.3 percent not filing at
all.”

The underreporting portion of the tax gap attributable to Schedule C filers also continues
to grow. The average Predicted Tax Change (PTC), i.e., the difference between true and
reported tax liabilities, rose eight percent per Schedule C return, from $1,386 in 1998 to
$1,497 in 2000.* Schedule C filers accounted for 63.4 percent of the SB/SE individual
filers PCT in 2000.

The IRS must consider the staggering cost of noncompliance on the compliant taxpayer
when preparing its business strategies. Underreporting and nonfiling by Schedule C tax-
payers unfairly burdens taxpayers whose income is reported to the IRS by third parties.”
Table 1.2.2 shows the distribution of the 1992 tax gap by third party reporting require-
ments.*

% IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 28.

¢ Compliance Estimates for Earned Income Tax Credit Claimed on 1999 Returns, February 28, 2002 p 11.

" IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 47.

&1d.

® IRS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05 Strategic
Planning Cycle, p. 45; Tax Year 2002, Compliance Research Information System (CRIS) 1040 Database, and
Case Creation Nonfiler Identification Process (CCNIP).

% 1RS Small Business/Self-Employed Operating Division, Compliance Risk Assessment Document, FY 04-05
Strategic Planning Cycle p. 28.

" 1d. p. 45.
21d. p. 29.
SECTION ¥ See Supra Part 2, a legislative proposal about Non-Wage Withholding.
' Alan Plumley and C. Eugene Steuerle paper, “An Historical Look at the Mission of the IRS: What is the
0NE Balance between Revenue and Service,” p. 4.
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TABLE 1.2.2, UNDERREPORTED INCOME
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30 . Underreporting Tax Gap ($ B)
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I Net Misreporting Percentage (%)
20

10

Substantial  Substantial Some Little or no
information information information information

reporting and reporting reporting reporting
withholding 2 3 4
*1
Tax Return Line Item Category (Amounts subject to)

1 Wages & salaries

2 Pensions & annuities, dividend income, interest income, unemployment compen-
sation, Social Security benefits

3 Credits, deductions, Partnership/S-Corp income, exemptions, capital gains,
alimony income

4 Nonfarm proprietor income, informal supplier income, other income, rents and
royalties, farm income, Form 4797 income, adjustments

IRS COMMENTS

The IRS implemented a new strategic planning process designed to assist in the develop-
ment of initiatives that will not only help us meet our customer needs but also enable us
to focus on areas with the highest risk of non-compliance. This process uses information
from the Compliance Risk Assessments, as well as internal and external scans, to identify
gaps that could impact future compliance. As a result of this planning process, we have
realigned our compliance resources to focus on the areas of greatest compliance risk. Two
high-risk areas, identified through our analysis, were the increase in underreporting of
income and non-filing of returns. As part of our strategic plan we have developed two
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MOST SERIOUS PROBLEM: NONFILING AND UNDERREPORTING BY SELF-EMPLOYED TAXPAYERS TOPIC #2

programs (Unreported Income Discriminant Index Function (Ul DIF) and Non-filer
Strategy) that we will use to address these high-risk areas. DIF is a scoring technique
designed to identify tax returns for examination that should have a high potential for tax
change. On the other hand, Ul DIF indicates the potential that unreported income exists
on a tax return.

Unreported Income Discriminant Index Function (Ul DIF)

The Service estimates that the tax gap for Tax Year 2001 - that is, the difference between
the amount of tax owed and the amount of tax voluntarily paid - due to underreporting
of income for individuals is $148.8 billion annually. The largest single component of the
tax gap is unreported income by sole proprietors, who are required to file a Schedule C,
estimated at $81.2 billion annually.

In FY 2003, SB/SE redirected Examination Program resources to focus on those areas of
the filing population constituting the greatest compliance risk. One of these areas
includes sole proprietorships filing Schedule C returns. Ul DIF formulas can identify
those Schedule C returns with a high probability of unreported income

The Ul DIF formulas were initially developed from Taxpayer Compliance Measurement
Program (TCMP) Tax Year 1988 data. We are currently working to develop filters, to com-
plement the Ul DIF formula, using multi-year return data that considers the taxpayers fil-
ing and reporting patterns over several years. Plans are also in place to update the
formulas using National Research Program (NRP) study data from Tax Year 2001 returns
when it becomes available in early FY 2005.

Nonfiler Strategy

In an effort to combat the growing number of non filers, the IRS has developed a Non-
filer Strategy that includes three key elements. First, we are reengineering our processes to
improve case selection and perfection including the use of Decision Analytics to ensure
the selection of the highest risk cases for processing.

Second, we are identifying the most egregious nonfilers. One area of focus is high-
income nonfiler (HINF) taxpayers, those taxpayers with income of $100,000 or more who
have not filed a return. The HINF program uses both face-to-face and correspondence
audit techniques, depending on the issues on the return, to secure the missing returns.

24
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Finally, we are initiating research studies of high-income non-filers, Ul DIF population

and repeat nonfilers that will assist us in the design of outreach and education products
and services specifically targeted at these high-risk taxpayers. We will provide this infor-
mation to taxpayers directly and through our partner stakeholder groups.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate supports the IRS in its development of programs designed to
address the increase in underreporting of income and nonfiling of tax returns. While the IRS states
that it is redirecting Examination resources to focus on those areas of the filing population constitut-
ing the greatest compliance risk, it appears that its approach to this problem is in the initial planning
stages. Noncompliance by Schedule C taxpayers and those operating within the cash economy, how-
ever, has been documented for a number of years.
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The National Taxpayer Advocate acknowledges that the Small Business/Self Employed (SB/SE)
and Wage and Investment (W&I) Divisions of the IRS are partnering to coordinate the delivery of a
Service-wide non filer program. The National Taxpayer Advocate is concerned, however, that
SB/SE has not identified what specific efforts it will undertake with respect to Schedule C non-filers
and underreporters. In contrast, during FY 2004 the IRS will conduct 25,000 EITC certification
audits, 36,000 EITC filing status audits, approximately 400,000 EITC correspondence examina-
tions, and 300,000 Automated Underreporter EITC examinations for a $9 billion overclaim prob-
lem. Yet, for a taxpayer population with an $81 billion tax gap, SB/SE does not appear to have a
specific strategy.

The IRS states that it will conduct outreach and education via its partners and stakeholders subse-
quent to conducting research studies of high-income non filers. Although the IRS has not described
the focus of those studies, the National Taxpayer Advocate is concerned that they will only impact
noncompliance by high-income nonfilers. She encourages the IRS to develop methods of identifying
the causes of noncompliance for all taxpayers, including whether taxpayers are inadvertently or delib-
erately failing to meet their tax obligations. Further, the IRS should analyze the impact of filing and
record keeping burden on compliance. Without insight into the underlying reasons for noncompliance,
the IRS will not be able to develop and conduct effective outreach, education, and compliance initia-
tives.

Given the difficulty of identifying, auditing, and collecting from Schedule C underreporters and non-
filers, the Nastional Taxpayer Advocate recommends that Congress implement a mechanism to with-
hold on payments to certain categories of non-wage workers.”

!5 See Supra Part 2, legislative recommendation regarding withholding on certain independent contractors.
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MOST SERIOUS PROBLEM: EARNED INCOME TAX GREDIT COMPLIANCE STRATEGY

RESPONSIBLE OFFICIAL:
Henry O. Lamar, Commissioner, Wage and Investment Division

DEFINITION OF PROBLEM

The Earned Income Tax Credit (EITC) provides low income taxpayers and working fami-
lies with a refundable tax credit. In 2003, nearly 21 million taxpayers claimed over $36
billion in credits.! Despite its importance, the EITC remains one of the most challenging
programs the IRS administers. While the General Accounting Office (GAQO) considers the
EITC to be one of the government’s “high risk” programs because of the potential for
erroneous claims, the complex requirements and other burdens placed on needy taxpayers
eligible for the credit are also such that many taxpayers either simply fail to claim it, make
inadvertent errors that reduce or eliminate the credit, or lose the credit by not participat-
ing in the process when the IRS examines their claim.

The Internal Revenue Service’s EITC compliance strategy since 1990 has been one of fits
and starts, and restarts. The IRS has failed to incorporate into its ongoing compliance
efforts much of the information it has learned along the way, including the findings of its
research branch and its marketing contractors about the characteristics of the target popu-
lation.

The National Taxpayer Advocate’s FY 2002 Annual Report to Congress identified seven of the
22 most serious problems facing taxpayers as relating to administration of the EITC. Many of
these issues still exist, although the IRS has taken steps to address some EITC problems.

ANALYSIS OF THE PROBLEM

Background

The Earned Income Tax Credit is the largest means-tested anti-poverty program in the federal
government today.? At its inception in 1975, the maximum EITC amount was $400; the
credit phased out entirely at a modified adjusted gross income (MAGI) of $8,000. For the
2002 tax year, the maximum credit is $4,140; the credit phases out entirely at $34,178 MAGI.

The most significant growth in the EITC (both in terms of the amount of benefit and the
number of taxpayers) occurred after 1993. During this period, the EITC was virtually
transformed from a small refundable tax credit, designed to offset the impact of payroll
taxes on the working poor and provide them with a work incentive, into the largest feder-
al means-tested anti-poverty program.

! EIC Report #701-98-11 W&I Monthly Operating Review of EITC through August 2003.
21n 2000, EITC payments went to 55.3 million persons, House of Representatives, Committee on Ways and

SECTION Means, WMCP: 108-6, 2003 Green Book, Appendix K.
0NE % Tax Reduction Act of 1975, Pub. Law. No. 94-12, Title II, § 204(a).
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In the program’s first year, tax year 1975, 6.2 million taxpayers claimed $1.25 billion in
EITC credits, for an average credit of $202. In tax year 2002, 20.6 million taxpayers
claimed over $36.8 billion in EITC credits, with an average credit of $1,786.> Over this
same period of time, the act of claiming the EITC has evolved from one simple line on
an individual income tax return to a separate publication (Publication 596, Earned
Income Credit - Are You Eligible?) that is 53 pages in length, a separate schedule
(Schedule EIC), two worksheets (EIC Worksheets A and B), 13 pages of instructions, and
multiple computations. The Treasury Inspector General for Tax Administration (TIGTA)
has noted that the IRS passes much of this complexity on to the over 20 million taxpay-
ers (and their paid or volunteer tax preparers) who claim the EITC today.®
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Prior to 1997, the IRS’ primary approach to EITC compliance involved local outreach
strategies through district education specialists, office audits conducted at district offices,
and audits handled by correspondence. The latter type of examinations primarily focused
on missing, duplicate, or erroneous Social Security numbers for the taxpayer, taxpayer’s
spouse, or qualifying child.

In 1997 Congress authorized the IRS to use its summary assessment authority for math
and clerical errors to deny the EITC where the claimant omitted a required Social
Security number (SSN) or provided a duplicate or incorrect SSN.” The implementation of
this authority coincided with the Service’s reorganization between 1998 and 2000. This
moved the IRS toward conducting correspondence audits for “simple” issues and virtually
ceasing local office audits for EITC returns. The availability of other government and
internal databases, including those developed by IRS Criminal Investigation (ClI) to iden-
tify fraudulent claims, also contributed to the move away from one-on-one examinations
to computer-based adjustments.

In 1998, the IRS received the first installment of a five year appropriation to reduce EITC
errors and overclaims. Despite over 4.1 million examinations and math error assessments,
over 16,000 preparer outreach visits, and a national advertising campaign, by the IRS’
own reports, the percentage of EITC overclaims remains as high today as in 1994.

IRS EITC Compliance Strategy Shortcomings

The overall ineffectiveness of the IRS’ compliance strategy to date to improve EITC com-
pliance can be attributed, in part, to the IRS’ failure to anticipate or understand the sig-
nificance of the EITC’s expansion since 1993. The IRS has struggled to come to grips

* Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Administration of the
Earned Income Credit, Reference # 2000-40-160, September 2000, p. i.

% EITC Program Office.

® Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Administration of the
Earned Income Credit, Reference # 2000-40-160, September 2000, p. 10.

TIRC § 6212(g)(2)(F).
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TOPIC #3

with administering the EITC in its present form and scope. This transformation of the

EITC has far-reaching consequences for program administration in several aspects.

¢ The EITC’s beneficiaries have distinct and identifiable financial, educational, and

cultural characteristics, including language, financial and functional literacy issues,
transience, financial volatility and instability, and lack of access to representation.

The IRS’s traditional approach to conducting correspondence audits of non-EITC
issues (involving little one-on-one communication with the taxpayer) is inappropri-
ate if not inimical to obtaining the correct result with respect to the EITC popula-
tion. Historically, it has not acknowledged, through program design, that the
impact of an audit contact on a low income or immigrant taxpayer is different
from that on a taxpayer who has resources for representation and for challenging
the IRS.

The IRS’s use of correspondence examinations for EITC audits is contrary to the
purpose of correspondence exam, namely for single issue audits of simple issues.
Tax lawyers, economists, IRS employees and members of Congress all agree that
the EITC is anything but simple in terms of its structure, its application, and its

substantiation requirements.

Until recently, the IRS has failed to incorporate what research it has conducted
(much less the research others have conducted) about the EITC population into
the design and execution of its examination procedures.

Although the IRS has designed an effective national advertising campaign strategy,
it is only now implementing what promises to be a well-thought-out localized out-
reach and education campaign to taxpayers who may be confused about EITC eli-
gibility (including those who are eligible one year and ineligible the next) and
those who are not aware that they are, in fact, eligible.?

The IRS has failed to conduct meaningful research into why taxpayers make EITC
overclaims. Are they advised to do so by their commercial return preparers? Are
these inadvertent, intentional, or fraudulent overclaims? The IRS does not know
why over 50 percent of EITC correspondence exams result in no response or are
undeliverable.” Moreover, the IRS does not know the most effective manner for
reaching (corresponding with) the EITC population, or how many contacts it takes
to get a meaningful, substantive response. Before the IRS can design and implement
an effective EITC compliance strategy, it must have the answer to these questions.

& See infra pp. 148 & 158 for discussions of EITC outreach and education and EITC nonfilers. Approximately
one of out every three EITC participants becomes ineligible for the EITC each year. EITC “Churn” rate analy-

sis, W&I Research Group 1, conducted on 1999 tax year for EITC Reform Task Force.

® Approximately 53 percent of taxpayers involved in EITC correspondence audits do not respond to IRS corre-
spondence during the course of the audit or have correspondence returned to the IRS marked “undeliverable.”
This figure includes taxpayers who receive a statutory notice of deciciency (90 day letter). Yet, if taxpayers do
respond at some point in the process, their ultimate tax liability is approximately 30 percent less (an average of
$800) than those who do not respond. Statement of Jim Grimes, W&I Director of Reporting Compliance, at

SECTION
0NE TAS Technical Symposium, August 5, 2003.
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¢ The Internal Revenue Service’s EITC compliance studies misstate the overclaim
rate - perhaps significantly - because:

(@ The EITC taxpayers generally lack professional representation during the
course of an examination.

(b) The examination procedures followed in the studies were not taxpayer-friend-
ly, given what we know about the EITC population.

(c) The number and nature of taxpayer contacts is critical to obtaining a com-
plete and accurate picture of the EITC claimant’s eligibility.
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¢ The IRS has dramatically failed to address issues associated with commercial return
preparation of EITC returns, including:

(@) the competency (or lack thereof) and regulation of certain preparers;

(b) The access to free tax preparation through VITA (volunteer) sites, IRS
Taxpayer Assistance Centers, or a government-operated internet site (free of
ancillary product offerings);

(c) the introduction of non-tax related products into the act of preparing and fil-
ing tax returns, including refund anticipation loans (RALSs), charges for direct
deposits, debit cards, and down payments and line of credits for consumer
purchases.

(d) the failure until last year to link EITC marketing with financial literacy initia-
tives and access to financial services; and

(e) an inadequate preparer due diligence strategy and application of meaningful
penalties (civil or criminal) against those preparers who are negligent, reck-
less, or criminal.

Congress, too, has failed to address the issue that the EITC is the only federal anti-
poverty program for which the majority of beneficiaries (67 percent) pay, on aver-
age, an “application fee” of $125 to $150 to apply for and/or receive.

¢ The IRS has only recently - in the last two to three years - effectively engaged with
stakeholders in the low income community. It has failed to explain itself or its
actions well, particularly to those who have little understanding of (or interest in)
the details of tax administration.

¢ On the other hand, the numerous stakeholders interested in the EITC have con-
tributed to its politicization. Discussions about the EITC quickly degenerate into
accusations of class warfare. This trend is disturbing, since, if the IRS becomes a
political football, the whole country suffers, including the EITC population.
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¢ In 1999, over 18 IRS functions were involved in processing EITC claims. Most of
these functions report to different management chains and at least two of them
have conflicting goals. For example, the submissions processing function has the
goal of processing paper tax returns and issuing refunds within 45 days (so as to
avoid triggering the government’s obligation to pay interest). The Criminal
Investigation function, on the other hand, is charged with identifying fraudulent
returns and stopping the payment of any associated refunds.”® The IRS’ failure to
develop a structure that provides start-to-finish oversight of the EITC program has
contributed to many problems associated with the program’s administration.

Follow-up to 2002 Most Serious Problems

The National Taxpayer Advocate’s 2002 Annual Report to Congress identified seven
“most serious problems” involving the IRS’ EITC administration. Although the IRS has
made progress in addressing many of these problems, much work remains to be done.
Each of the EITC administration issues is outlined below.

EITC Eligibility Determinations Can Be Made Less Burdensome

¢ The complexity, cost and intrusiveness of documentation requirements impose
administrative, financial and sometimes unnecessary burdens on low income tax-
payers.

¢ The IRS is inconsistent in requiring proof of EITC eligibility. Communication
gaps exist between IRS and taxpayers in EITC examinations.

Procedures for Examining EITC Claims Cause Hardship and Infringe on Rights

¢ During the EITC examination process, the taxpayer’s entire refund is held, includ-
ing any refund associated with overpaid tax withholding credits.

¢ The initial notice requesting documentation to support the EITC claim and the
report of examination changes also includes a brief notice of the taxpayer’s right to
an administrative appeal. Combining these two aspects of the process in one letter
significantly compresses the available time for the taxpayer to gather and submit
verification before receiving a statutory notice of deficiency. More importantly,
the combined letter is confusing and does not provide the taxpayer with adequate
and meaningful notice of his or her appeal rights.

Lack of Response During EITC Exams
¢ The lack of personal contact with EITC examiners imposes an unnecessary burden
on low income taxpayers, who continue to report frustration in getting through by

% Treasury Inspector General for Tax Administration (TIGTA), Management Advisory Report: Administration of the
Earned Income Credit, Reference # 2000-40-160, September 2000, p. ii.

MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS



Table of Contents

MOST SERIOUS PROBLEM: EARNED INCOME TAX CREDIT COMPLIANCE STRATEGY ToPiIc#3 PROBLEMS

telephone to the IRS specialists listed on notices. Employees sometimes fail to
return calls from the taxpayers, their representatives, and TAS case advocates.

IRS Oversight of EITC Return Preparers Can Be Improved
& Tax return preparers file seven out of ten EITC tax returns. Tax return preparers
who operate in low income communities and handle EITC returns require a
heightened level of monitoring and regulation. The number and types of errors on
returns handled by tax preparers rival those on returns that are self-prepared.

¢ The IRS needs to conduct a significant consumer education campaign so that low
income taxpayers can make informed choices between tax preparers and prepara-
tion products.

The Length of EITC Audits Contributes to Taxpayer Concerns
¢ The EITC correspondence audit process requires taxpayers to substantiate eligibili-
ty for the credit they claim. The IRS must select, notify and correspond with tax-
payers, then review and analyze the documentation they provide. Delays in these
steps add time to the audits and prevent taxpayers from receiving refunds, which
are usually held back until the audits are complete.

¢ The average time to complete an EITC audit during fiscal year 2003 was 206 days."

EITC Recertification Compounds Taxpayer Burden

¢ Taxpayers encounter a multitude of problems when they try to recertify their eligi-
bility for the EITC in years after the credit is disallowed. Recertification problems
identified in the FY 2001 Annual Report to Congress are still occurring..”? The
General Accounting Office (GAO) recently reported that, “Although IRS made
some changes to its correspondence, improved its examiner training, and expanded
taxpayer outreach, certain aspects of the recertification process continue to cause
problems for taxpayers.””

¢ The National Taxpayer Advocate made the following specific recommendations for
the recertification program:

¢ IRS Publication 596, Earned Income Credit, and the EITC instructions
should contain a section entitled “What You May Have to Furnish the IRS if
Your EITC Eligibility is Questioned.”

¢ Form 8862, Information to Claim Earned Income Tax Credit After
Disallowance, should be included in Form 1040 series tax packages for tax-
payers who are required to recertify.

¢ The IRS should consider sending a letter each December to all taxpayers
required to recertify for the EITC. The letter should explain the recertifica-

LIRS, EITC Closed Case by Campus Report, October 24, 2003.
2 National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2001), p. 36-38.

¥ General Accounting Office, Earned Income Credit: Opportunities to Make Recertification Program Less Confusing and
More Consistent, GAO 02-449, April 2002, p. 5.
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tion process, including their right to appeal, and enclose the blank Form
8862 and instructions.

¢ The IRS should require tax examiners to simultaneously address all open tax
returns claiming EITC, to prevent taxpayers from having to submit some of
the same information numerous times to different employees.

Language Barriers Impact Taxpayer Compliance
¢ Preparing tax returns, claiming the EITC, communicating with the IRS, responding
to IRS letters or notices, and understanding their rights are vexing for taxpayers
with limited English proficiency. English-as-a-Second-Language (ESL) taxpayers
receive IRS notices that are not written in their native languages. These taxpayers
acutely need help in handling controversies that develop after they file returns.
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¢ ESL taxpayers may not understand IRS notices, letters, and the consequences of
failing to respond to them. The IRS must find a way to determine the language
spoken by taxpayers at the start of their interaction with the tax system, such as by
placing a check box on each tax return.

IRS COMMENTS

The IRS recognizes we must do more to address both the erroneous payment rate in the
EITC program and ensure that eligible taxpayers claim the credit (see IRS response on
EITC outreach), and we are taking some concrete steps in this direction.

We have already made significant strides in addressing EITC issues. The EITC Task Force,
which has Advocate participation, developed a multi-pronged approach that includes tar-
geted education and outreach, use of math error authority to partially or fully disallow
claims, and enforcement actions including correspondence examinations and criminal
investigations. Most of the implemented changes occurred after the filing of 1999 tax
returns, therefore, any impact from these changes would not be reflected in the studies
cited by the Advocate. For example, in the area of over claims, the IRS has made the fol-
lowing improvements:

¢ The use of the Dependent Database to select the most potentially egregious cases
has reduced the no change rate to 11 percent. Each year the selection criteria are
reviewed by Research to ensure their validity and changes to the selection criteria
are made.

¢ The implementation of the Recertification indicator has decreased the amount of
Earned Income Tax Credit paid to ineligible taxpayers.

SECTION

ONE
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¢ The tax law requirement of the qualifying child to be related to the taxpayer has
eliminated some ineligible taxpayers from claiming the credit.

¢ The tax law change in the tie breaker rule now allows taxpayers to choose who can
take the credit when more than one person is eligible to claim the qualifying child.

In addition to these past efforts, current short-range initiatives include:

¢ Piloting a program that will require certain portions of the EITC population to cer-
tify they meet the child residency requirement.
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¢ Developing programs to systematically look at filing status errors and income
underreporting. The goal of the evaluation plan for the certification pilot is to
gain a better understanding of taxpayer behavior so that we can learn why taxpay-
ers make EITC over claims.

Longer-term adjustments can be summarized as:

¢ Improving our EITC case selection methodology.
¢ Enhancing our inventory and workload management.

¢ Implementing on-line analytics that will enable us to adjust our compliance strate-
gies in realtime, give our customer service representatives tools to respond accurate-
ly and consistently to EITC taxpayers, and improve taxpayer access to information
about their account status and qualifications for EITC.

¢ Addressing the diverse characteristics of the EITC population by translating all
audit letters into Spanish, installing toll free phones for the taxpayer to receive
information, educating our tax examiners to accept alternative documentation and
participating in the Nationwide Tax Forums to distribute information to EITC tax
preparers.

¢ Developing plans for next year that will enable us to test a variety of different
approaches in communicating with EITC beneficiaries. We plan to incorporate the
information we gain from this effort as well as other research efforts into the design
and execution of our examination procedures

To ensure that these efforts receive the attention that they need, the IRS has centralized
and consolidated numerous EITC-related responsibilities under a single executive who is
accountable for all aspects of the EITC — from outreach to compliance. He will ensure
coordinated and consistent approaches to EITC issues with all involved organizations. By
linking all EITC activities, the new EITC program will be able to address one of the key
issues in the Advocate’s report: creating research-based strategies to address the program’s
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dual goals — compliance and participation. Refining this strategy is a top goal of the new
EITC executive.

To reduce the burden on eligible taxpayers, the IRS has included EITC returns in the
National Research Program (NRP) — an effort to systematically measure tax system com-
pliance across a variety of different taxpayer segments. Results from this effort may prove
to be more accurate in determining whether the IRS has been successful in reducing the
over claimed EITC.

We disagree with the Advocate that the IRS approach to handling the EITC audits
through correspondence is inappropriate. There is no research evidence that correspon-
dence audits cannot be an effective tool to address EITC over claims. We did complete a
research study that was designed to look at EITC non-response rates. It was conducted in
an office audit environment where the taxpayers had the option of a face-to-face audit
and we found that the taxpayer still did not reply to IRS communications. However, the
study did not have the kind of participation by EITC taxpayers that would enable us to
draw conclusions about the reasons for taxpayer behavior. In our expansion of EITC
research, this is an area that will warrant greater attention. However, our current belief is
that the resources and time expended to administer the EITC program though face-to-face
audits would not be cost effective.

Wk also disagree with the Advocate’s comment that IRS does not know why over 50 per-
cent of the EITC correspondence exams result in a no response closure or are undeliver-
able. The current no reply and undeliverable rates are 30.7 percent and three percent
respectively. Of the no reply cases, 47 percent fall under the Recertification Program.
This information shows that the taxpayer who is claiming the child this year has had the
qualifying child disallowed in a previous year. Since the main component of the EITC is
the residency requirement, we believe a likely explanation of the taxpayer’s failure to reply
is that they were not eligible. Again, we will need more research before we can draw fur-
ther conclusions about no response rates.

We agree with the Advocate that “although the IRS has made progress in addressing many
of these (EITC) problems, much work remains to be done.” However, since most of these
enhancements will affect the taxpayers’ 2003 tax returns, they cannot be measured until
the returns are filed and research is completed.

In conclusion, the IRS continues to review and improve the processes it uses to ensure
EITC compliance. This is a Servicewide effort that includes various research studies,
extensive outreach efforts to both taxpayers and the practitioner community, and continu-
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ally improving its return selection methods. The IRS is also continuing to try to find
more accurate and reliable third party information we can use in this selection process to
further reduce the burden on the taxpayers.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate recognizes that the IRS has taken a major step forward by central-
izing all EITC programs under the direction and coordination of a single executive. This approach
should produce more consistent guidance for IRS employees conducting EITC exams, and among
other administrative improvements, will reduce inconsistent or disparate treatment of taxpayers dur-
ing these examinations.
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The Taxpayer Advocate service looks forward to the results of research performed on cases examined
under the 2003/2004 National Research Project. TAS is concerned, however, that the EITC exami-
nations are being conducted under conditions similar to those that have led to “no response/undeliver-
able” rates of nearly 40 percent for EITC examination notices.*

Many of the recommendations for administrative improvements in the EITC made by the National
Taxpayer Advocate in the 2002 Report to Congress are works in progress. In the summer of 2003,
the IRS Commissioner established special task forces to re-engineer the EITC examination and notice
processes. With Taxpayer Advocate Service participation and external stakeholder involvement in the
task forces, the IRS will continue to work the finer details of important changes for the EITC through
these bodies.

The National Taxpayer Advocate is particularly pleased that IRS Operations has agreed to imple-
ment a number of EITC administration changes recommended by TAS. Many will be effective for
2003 tax returns, such as holding only the EITC portion of a taxpayer’s refund during EITC exami-
nations (instead of the full amount), modifying the “combo” letter to offer taxpayers in the certifica-
tion pilot additional opportunities to exercise their right to appeal,” and translating important
documents, such as EITC Certification forms and notices and the Statutory Notice of Deficiency, into
Spanish.

RECOMMENDATIONS

The National Taxpayer Advocate recommends that the IRS establish an EITC compliance strategic
five year plan that incorporates the following elements.

First, the Service must continue to seek out ways to systemically determine the eligibility of groups or
individuals, whether with respect to the EITC overall or to specific elements of the EITC.

 Data provided by the EITC Program Office to TAS for FY 2003 indicates nearly a 40 percent no
response/undeliverable rate for the EITC correspondence. As notd earlier, the no response/undeliverable rate
including the Statutory Notice of Deficiency is 53 percent. In its response, IRS states that the current no
reply/undeliverable rate totals 33.7 percent. IRS did not provide a source or timeframe for this statistic.

%5 But see infra for a discussion of National Taxpayer Advocate’s concerns about this approach to the
Combination Letter.
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Second, the IRS must continue to pilot its precertification/certification program in order to

& Test forms and notices for clarity and effectiveness in eliciting a response.

¢ Refine and identify the population most likely to be ineligible and use precertification as a
means to educate taxpayers about EITC requirements so they know that they can claim it if
they become eligible in the future.

¢ Test different methods of reaching out and communicating to taxpayers who are selected for
precertification and/or examination.

)
>
=;
e
[ -
D pn
)
w» &=
R
=

Third, the overall EITC compliance initiative must incorporate the following elements:

¢ Develop a multi-year research strategy that not only provides valuable information about the
EITC population for use in program design but also evaluates the impact of use of that infor-
mation.

& Effectively target outreach and education to local populations and monitor it for demographic
and geographic trends and shifts, focusing not only on the sources of noncompliance but also
on increasing participation by eligible taxpayers.

Use examination resources in a targeted fashion, in cases involving the error or abuse du jour.

¢ Promote the use of Low Income Taxpayer Clinics through inclusion of various stuffer notices
and obtaining legislative authorization for advertising and promoting the existence of clinics,
including providing taxpayers with clinic referrals.

¢ Require paid return preparers (other than attorneys, CPAs, and enrolled agents, who are
already regulated in some form) to register, pass an annual examination, and be certified by
the IRS. Further, Congress must authorize broader due diligence requirements for EITC pre-
parers of all types; the IRS must conduct correspondence exams to check for compliance with
those requirements; the IRS must apply penalties against noncompliant preparers who cannot
demonstrate reasonable cause; and Congress must authorize the IRS to hold preparers who
act in reckless disregard of EITC rules and regulations 100 percent liable (jointly and several-
ly with the taxpayer) for any EITC overclaims attributable to that reckless disregard.®

& Continue its effective partnerships with low income taxpayer representatives, community-
based organizations providing free tax return preparation and organizations (governmental
and nonprofit) that assist taxpayers in entering the financial mainstream.

¢ A joint determination, by IRS, Treasury, the Office of Management and Budget, and
Congress, of when we have reached a “good enough” point for EITC compliance. Given the
complexity of the statute and the characteristics of the beneficiary population, there will always
be EITC overclaims. At what point do we say that we have done the best we can, and it is
time to focus on other things?

16 See Supra Part 2, legislative recommendation regarding commercial return preparers.

SECTION " For 1992 (over 10 years ago) the IRS estimated that nonfarm sole proprietor income accounted for $16.9 bil-
lion in underreported income. This number dwarfs the 1999 $9 billion EITC overclaims, yet the IRS has no
significant strategy to address this serious tax administration problem. IRS, Publication 1415 (Rev. 4-96).
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The approach outlined above acknowledges the social welfare aspect of the EITC while recognizing
that the tax administration system has unique operational requirements. Thus, such an approach can
be modified to meet the requirements of similar programs administered through the tax system from
the outset. The IRS can, in fact, administer programs that assist low income or other specific taxpay-
er populations. It must, however, have good research and a comprehensive strategy before it imple-
ments these programs.
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MOST SERIOUS PROBLEM: APPEALS IMPLEMENTATION OF THE COLLECTION DUE PROCESS (CDP) PROGRAM

RESPONSIBLE OFFICIAL
Dave Robison, Chief Appeals

DEFINITION OF THE PROBLEM

The Internal Revenue Service Restructuring and Reform Act of 1998 (RRA 98) established
the Collection Due Process (CDP) hearing rights under Internal Revenue Code (IRC) sec-
tions 6320 (liens) and 6330 (levies)." This important informal adjudication procedure pro-
vides taxpayers with the opportunity for a timely independent review of their cases to
ensure that the lien or proposed levy action by the IRS compliance function achieves the
appropriate balance between the government’s and the taxpayer’s interests, and that the
Service has adhered to any applicable legal and administrative requirements.

Critics of the CDP process, both inside and outside the IRS, have characterized this pro-
gram as a waste of time and resources, and speculated that it is utilized by taxpayers who
are only seeking to delay the ultimate collection of tax. However, many of the problems
that critics use to justify significant limitations on or elimination of the current CDP pro-
gram — including delay of collection actions, untimeliness in processing cases, and misuse
of the hearing process — are largely the result of the IRS’ failure to design and implement
a program that delivers on Congress’ promise of a meaningful hearing before the govern-
ment deprives the taxpayer of property in collecting a tax debt.

ANALYSIS OF PROBLEM
THE COLLECTION DUE PROCESS HEARING: BACKGROUND

On February 5, 1998, the Senate Finance Committee convened a hearing on proposals to
restructure the Internal Revenue Service.? At that hearing, four members of the tax pro-
fessional community uniformly testified about the need for some type of forum that
would hear taxpayer concerns about IRS collection activity before the taxpayer was
required to pay a deficiency in tax. The proposed intermediaries included administrative
law judges, Appeals officers, Taxpayer Advocate employees, and United States Tax Court
judges. The witnesses acknowledged that IRS collection employees have a very difficult
job, no matter how professional and sympathetic they try to be. The proposal’s underly-
ing premise was that the relationship between the taxpayer and the IRS collection
employee (the revenue officer or “RO”) is by definition an adversarial one. The witnesses
reasoned that, in many cases, the introduction of a neutral third party would ensure that
both the government’s interest and the taxpayer’s rights are protected.

! Internal Revenue Service Restructuring and Reform Act of 1998, Pub. L. No. 105-206, § 3401, 112 Stat. 685.

2 IRS Restructuring: Hearings Before the Committee on Finance, United States Senate, 105th Cong., 2nd Sess.,

on H.R. 2676, February 5, 1998, (Public Witnesses: Nina E. Olson, executive director, Community Tax Law
Project, Richmond, VA, Michael Saltzman, tax attorney, White & Case, New York, NY, Robert Schriebman, tax

SECTION
0NE attorney, Rolling Hills Estates, CA, and Bruce A Strauss, enrolled agent, Jacksonville, FL).
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The resulting law, the Internal Revenue Service Restructuring and Reform Act of 1998,
enacted IRC sections 6320 and 6330 and established the Collection Due Process hearing.
The Collection Due Process program “establishes formal procedures designed to ensure
due process where the IRS seeks to collect taxes by levy (including by seizure).” The leg-
islation afforded taxpayers the opportunity to ask for a meaningful review of certain IRS
collection actions by an impartial officer of the IRS’ Office of Appeals.® The taxpayer is
also able to appeal the hearing officer’s determination to the United States Tax Court or
the federal district court, as appropriate.®
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In proposing the Collection Due Process procedures, the Senate Finance Committee stat-
ed:

The Committee believes that taxpayers are entitled to protections in dealing with the IRS

that are similar to those they would have in dealing with any other creditor. Accordingly,

the Committee believes that the IRS should afford taxpayers adequate notice of collection
activity and a meaningful hearing before the IRS deprives them of their property.®

OVERVIEW OF THE CDP PROCESS
Collection Due Process rights are triggered by two events:
¢ The first time the IRS files a notice of federal tax lien with respect to a tax
liability;” and
¢ The first time the IRS proposes a levy action with respect to a tax liability.?

In both situations, the IRS must send, by certified or registered mail, a notice to the tax-
payer’s last known address, providing the taxpayer an opportunity to request a CDP hear-
ing.’ The taxpayer must return a signed, written request for a hearing, within 30 days of
the date of notice.”® If the taxpayer makes an untimely request, a hearing will be allowed

®S. Rep. No. 105-174, 105th Cong., (1998) p. 67; Joint Committee on Taxation, General Explanation of Tax
Legislation Enacted in 1998, p. 81 and 83 (JCS-6-98).

*IRC § 6330(b).

% IRC § 6330(d)(1).

®S. Rep. No. 105-174 105th Cong., (1998) at 67.
" IRC § 6320.

® IRC § 6330.

° IRC § 6320(a)(2)(C) and IRC § 6330(a)(2)(C). The notice regarding a lien filing is sent after the lien is filed; it
is required to be sent not more than five days after the day of the filing of the notice of lien. The notice
regarding a levy is sent prior to the levy action; it is required to be sent not less than 30 days before the day of
the first levy.

% Treas. Reg. §§ 301.6320-1(c)(2), Q&A-C1, and 301.6330-1(c)(2),Q&A-C1. The IRS has recently approved the
expanded use of faxes for receiving information and documents from taxpayers and practitioners. Form
12153, Requests for Collection Due Process Hearing, can be accepted by fax if contact has been made with the
taxpayer by phone or in-person and the taxpayer history file is documented with the date of contact and nota-
tion is made that the taxpayer wishes to send the document/form/letter by fax. IRS memorandum, “New
Policy for Use of Fax and Signatures Stamps in Taxpayer Submissions,” June 24, 2003.
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but the taxpayer loses the right to judicial review." Unless the IRS has reason to believe
collection of the tax is in jeopardy, the IRS will stop levy action during the 30-day
period.”” When a taxpayer requests CDP hearings with respect to both a lien and a pro-
posed levy, the Appeals Officer will conduct one hearing.

If the taxpayer’s appeal is timely filed, the IRS will suspend collection action throughout
the process. Internal Revenue Code section 6330(e)(1) requires the collection statute of
limitations to be suspended until the date the appeals determination is final or the taxpay-
er withdraws the request for a hearing.”®* The hearing is conducted by an Appeals officer
or employee, who has had no prior involvement with respect to the specified unpaid tax.*
The hearing can be conducted face-to-face, by telephone or by correspondence.”

During the hearing, the taxpayer may raise “any relevant issue relating to the unpaid tax
or the proposed levy,” including spousal defenses, the appropriateness of collection
actions, and collection alternatives.”® A taxpayer may only challenge the underlying tax
liability if the taxpayer did not receive a statutory notice of deficiency with respect to that
tax liability or “did not otherwise have an opportunity to dispute such tax liability.”"

When making their determination in the case, hearing officers must consider the
following:

\erification that the IRS followed legal and administrative procedures;

¢ Consideration of all relevant issues presented by the taxpayer or representative; and

Consideration of whether the proposed collection action balances “the need for
the efficient collection of taxes with the legitimate concern of the person that any
collection action be no more intrusive than necessary.”®

The taxpayer may contest the findings and decision by appealing within 30 days of the
date of the determination letter to either the United States Tax Court or the United States
District Court, depending on the type of tax in question.”

™ Treas. Reg. § 301.6330-1(c) (2), Q&A -C7. This type of hearing is called an “equivalent hearing.”
2 IRC § 6330(e)(1).

B IRC § 6330(e)(1).

" IRC §§ 6320, 6330(b)(3).

15 Treas. Reg. § 301.6330-1(d)(2), Q&A-D7. See cases Montijo v. United States, 2002-1 U.S.T.C. (CCH) P50321
(D.Nev.2002), Craig v. Comm’r, 119 T.C. 252 (2002), Frank v. Comm’r, T.C. Memo. 2003-88, Eiselstein v.
Comm’'r, T.C. Memo. 2003-22, Bartschi v. Comm’r, T.C. Memo 2002-268, Robinson v. Comm’r, T.C. Memo.
2003-77, and Keene v. Comm’r, 121 T.C. 8 (2003).

8 IRC § 6330(c)(2)(A)(i)-(iii).
" IRC § 6330(c)(2)(B).
8 IRC § 6330(c)(3)(a)(c).

9 IRC § 6330(d)(1)(a),(b). In 2003, the House of Representatives passed a bill moving jurisdiction over all CDP
cases to the Tax Court. Taxpayer Protection and IRS Accountability Act of 2003, H.R. 1528, 108th Cong. §
303 (2003). A similar bill, the Tax Administration Good Government Act, S.882, 108th Cong. § 301 (2003),
has been introduced in the Senate.
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Jurisdictional Control of CDP Cases

Under the Administrative Procedure Act of 1966 (APA), informal adjudications such as
the CDP hearing must be conducted in such a way as to afford the taxpayer notice of the
hearing, an opportunity to be represented by counsel, and a written explanation of the
adjudicator’s decision.” In enacting IRC sections 6320 and 6330, Congress stipulated
additional procedural requirements for the CDP hearing process. These requirements are
integral to achieving Congress’ stated intent that the CDP process provide taxpayers with
an opportunity for a meaningful hearing by an independent Appeals officer on several
issues, including the appropriateness of collection activity, prior to being deprived of their
property.”

=
- S
- A
—
(—}
R en
= m
m
-
= -
e &
=
[}

Several of the IRS’s current CDP procedures actually undermine the taxpayer’s right to a
hearing. The IRS’ current policy directs Compliance employees to continue to work
CDP cases after taxpayers have requested a CDP hearing. These efforts can continue for
45 days.” If the issue remains unresolved, the matter may be referred to the IRS employ-
ee’s manager. The manager attempts to resolve the matter for up to an additional 45
days. Only after this 90-day process is the hearing request forwarded to Appeals.”

IRS procedures permit a taxpayer to request that his or her case be immediately trans-
ferred to Appeals upon filing a CDP request or be transferred at any time during negotia-
tions with Compliance following the request for a CDP hearing. Yet taxpayers have
already made this request by filing Form 12153, Request for a Collection Due Process
Hearing. Thus, current IRS procedures do not properly implement the statutory require-
ment that taxpayers be afforded a meaningful hearing before the IRS takes their property.
Under the IRS’ default procedure, it can take up to 90 days after the taxpayer elects a
CDP hearing for the case to actually arrive in Appeals for assignment to an officer.

In many cases, the taxpayer has already attempted to resolve the levy and/or lien issue
with Compliance personnel, and the CDP notice is issued because the matter is not being
resolved to the Service’s or the taxpayer’s satisfaction. In this context, even the “request”
by Compliance that the taxpayer continue to negotiate with Compliance can constitute
undue pressure on the taxpayer, who has elected to have an independent party — an
Appeals Officer — review the case. To the unsophisticated taxpayer, it may indeed appear
that his CDP request is meaningless — he is still dealing with the same IRS employees (for
up to 90 days) as he was before he asked for a hearing.

% Administrative Procedure Act of 1966, 89 Pub.L. No. 554, 1966, § 555.

21 See Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1998 at 81, 83 (JCS-6-
98).

% Internal Revenue Manual 5.1.9.3.5.(9).

% Memoranda, Interim Guidance of Collection Due Process (CDP), April 4, 2003 (Control No. SB/SE 2003-34),
and July 2, 2003 (Control No.SB/SE 2003-67).
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The Internal Revenue Manual requires Appeals to send the taxpayer an acknowledgement
letter no later than 30 days after receipt of the CDP case in Appeals, and to include in the
letter a contact person’s name and phone number and the expected next action.* Thus,
up to 120 days may lapse from the time a taxpayer files his or her request for a hearing
until the taxpayer first hears from the independent Appeals Officer, who is central to the
concept of collection due process.

A far better approach — one that would truly implement Congress’ mandate to provide
taxpayers with due process prior to taking property — would be for jurisdiction and con-
trol of a CDP case to immediately vest in Appeals upon the IRS’ receipt of a timely CDP
hearing request. Within 15 to 30 days of the IRS’ — not Appeals’ — receipt of that timely
request, the Office of Appeals should send an acknowledgement letter to the taxpayer,
stating that the taxpayer will be granted a hearing within 30 to 45 days, and that if the tax-
payer wishes to continue negotiations with Compliance personnel, he should continue to
do so.
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Where the taxpayer has not responded to the IRS about the collection matter prior to the
issuance of the CDP notice, Appeals should send a letter stating that the hearing will be
scheduled within 60 days, and that a Compliance employee will contact the taxpayer to
first attempt to resolve the matter at that level.

This procedure provides a clear indication to the taxpayer that the independent review he
or she requested will occur in a timely fashion. It also permits, and in some cases
requires, the taxpayer to continue efforts to resolve the issue with Compliance prior to the
hearing. The important differences between IRS current procedure and the National
Taxpayer Advocate’s proposed procedure are:

¢ Taxpayers are given assurances that they will receive an independent hearing if it is
desired;
¢ The information is delivered by the independent Office of Appeals;

¢ Appeals’ initial contact with taxpayers is timely and made upon the IRS’ receipt of
the hearing request; and

¢ The independent Office of Appeals is the office offering taxpayers the alternative
of continuing to work with Compliance.

Each of these elements reinforces the independence and meaningfulness of the CDP
review. The independent review by the Appeals function is, after all, the underlying
premise for the section’s enactment in 1998. The Appeals Officer brings something more
to the discussion and resolution of the issue than just providing the “opportunity” for the

SECTION

0NE # Internal Revenue Manual 8.7.2.3.2(1).
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taxpayer to have additional dealings with the collection employee, who is the very indi-
vidual who filed the lien or is proposing the collection action that triggered the right to a
CDP hearing.

The proposed procedure will also eliminate the current delays in scheduling and holding
hearings. The importance of the timeliness of these contacts — which give meaning to the
taxpayer rights afforded by the CDP procedure — is discussed below.
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Appeals’ Review of Collection Alternatives

What constitutes a “meaningful hearing” continues to develop as more CDP cases wind
their way through both the administrative and judicial process. It is incumbent upon the
Appeals function to design a process that provides the taxpayer with understandable infor-
mation about his or her collection alternatives so that the taxpayer can raise them in the
hearing. After all, many taxpayers are not able to wade through IRS publications describ-
ing the collection process and identify what collection alternatives are appropriate for
their particular situation.

In fact, Appeals’ policy manual directs employees to consider alternatives not introduced

by the taxpayer, when it’s appropriate. This approach includes considering and discussing
issues the taxpayer would not be allowed to raise because they were fully considered in a

prior administrative hearing.® For example, if a taxpayer had previously proposed subor-

dinating an IRS lien and Compliance personnel denied that request, the Appeals hearing

officer should consider raising and re-examining that issue again if it is appropriate to do

s0.”

This manual provision, while taxpayer-friendly, reflects Appeals’ confusion about what,
exactly is the hearing officer’s true role. If the hearing officer is an adjudicator, then he
should not be acting in the traditional role of an appeals officer who facilitates settlement.
The CDP hearing must be designed to insure that the taxpayer understands what his or
her collection alternatives are, without compromising the hearing officer’s integrity as an
adjudicator — one whose determinations are, in fact, subject to judicial review.

Communication about the CDP Hearing Process and Collection Alternatives
Appeals’ CDP customer base includes taxpayers or their representatives who have a dis-
pute or disagree with the IRS about a lien filing or proposed collection action. These dis-
agreements often involve pro se taxpayers who may not be knowledgeable in tax matters
and CDP.” As Appeals’ workload has changed to include more CDP cases, so must its

% Internal Revenue Manual 8.7.2.3.10(8)a.

% subordinate - To place in a lower rank, class or position; to assign a lower priority. Black’s Law Dictionary 1439
(7th ed. 1999). A common example of IRS subordination would be a home refinance. IRS might agree to a
secondary position behind the new loan because it will receive a monthly payment that represents the savings
realized with the new loan.

%7 “prg Se” means “for oneself; on one’s own behalf; without a lawyer.” Black’s Law Dictionary 1236-37 (7th ed.
1999).
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communication and operational processes evolve to meet the needs of its changing inven-
tory and customer base. Appeals has an opportunity to develop communications that are
simple and informative for the average taxpayer segment.

The United States Tax Court web site provides an example of concise explanations and
easily understood instructions for guiding the taxpayer through its formal adjudication
process.”® The Tax Court’s site, and associated forms and instructions, assist a taxpayer
through what could be an intimidating process and instead provides a simplified format
for petitioning the court and electing small case or “S” status.” The Tax Court’s forms
and processes throughout the course of litigation are designed to elicit from the taxpayer
the information required by the judge to find facts and make a decision in the case.
Thus, the Tax Court not only provides the taxpayer with Petition Form 2, but also pres-
ents a Trial Memorandum form on which taxpayers can submit issues to be considered,
list relevant facts, cite legal authorities, and identify witnesses. The Court also provides all
petitioners with standing trial orders addressing the conduct of the trial.

The Office of Appeals can learn much from the Tax Court’s procedures and communica-
tions. In its initial contact letter to taxpayers, Appeals should include a clear, concise,
plain-English discussion of collection alternatives that can be considered in a hearing,
along with information about hearing dates, next contact dates, and expected time tables.
Further, Appeals should include a form, similar to the Tax Court’s Trial Memorandum
that will enable the taxpayer to set out which collection alternatives he or she wishes to
raise at the hearing and any facts relevant to consideration of each alternative. This
approach will result in a better-informed and prepared taxpayer, greater timeliness and
efficiency in conducting hearings (because the necessary information is available) and
improved customer satisfaction. Meaningful communication with the taxpayer starts with
issuance of the CDP notice and ends with his or her understanding of the determination
letter and what the options are from that point forward.

The absence of a clear, plain-English discussion of collection alternatives causes one to
question whether Appeals officers have the information necessary to balance the govern-
ment’s interests in collecting tax against the taxpayer’s interest that the collection actions
are no more intrusive than necessary. Although many IRS publications discuss CDP
hearings and collection alternatives, none provides a plain-English (or Spanish, for that
matter) road map through the collection process.* Publication 594, What You Should
Know About the IRS Collection Process, provides a brief review of collection alternatives;

 Available at http://www.ustaxcourt.gov.

» |RC § 7463 provides that any individual with a petition before the Tax Court, who meets the jurisdictional
requirements, including the new statutory cap of $50,000, can elect to have the case heard as a small tax case.
(The amount includes not only deficiencies, but also additions to tax, additional amounts, and penalties. See
section 7463(e) and Tax Court Rule 171(a).)

* These publications include Publication 1660, Collection Appeal Rights; Pamphlet, Appeals Working to Put
Service First - An Introduction to CDP Hearings; Publication 5, Your Appeal Rights and How to Prepare a Protest
if You Don’t Agree, Publication 1, Your Rights as a Taxpayer. and Publication 594, What You Should Know About the

SECTION
0 NE IRS Collection Process.
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the remaining publications, including those specifically describing CDP hearings, do not
adequately describe collection alternatives. Publication 1660, Collection Appeal Rights,
briefly mentions alternatives, but provides no in-depth explanation as to what is required
to qualify for these alternatives.

In fact, IRC 8 6330(a)(3)(C) requires the IRS to include in the notice providing CDP
rights not only notice of the Secretary’s proposed levy action and the taxpayer’s rights
with respect to that action but also a brief statement setting forth
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¢ the statutory and administrative procedures relating to levy and sale of property,
including administrative appeals;

+ the collection alternatives available to taxpayers in order to prevent a levy of prop-
erty, including installment agreements; and

¢ the statutory and administrative procedures for redemption of property and release
of liens on property.

This Congressional mandate would appear to require the IRS to provide a brief, but
descriptive, inventory of the various protections, procedures, and alternatives available to
the taxpayer in relation to the IRS’ lien or levy action that is the subject of the notice.

The IRS meets this statutory requirement only superficially. It includes an explanation of
the taxpayer’s rights and alternatives by enclosing Publication 594, The IRS Collection
Process. This 12-page publication can be intimidating to taxpayers, and is not a model of
clarity. It would be far better for IRS and Appeals to design a CDP-specific summary of
taxpayer rights and collection alternatives, as part of the CDP notice itself, so the taxpayer
can formulate a meaningful request from the beginning of the process.

One of the publications available to hearing officers is Publication 4165, Working to Put
Service First — An Introduction to CDP Hearings, which summarizes the Appeals process
and CDP. This publication lacks detail in its description of general collection alternative
methods for the taxpayer. This information is important at the onset of the hearing
process, so that the taxpayer can fully assess his or her collection alternatives and respond
to the Office of Appeals.

High Inventory Levels and Timely Case Processing

In recent years, Appeals’ inventory and customer base have changed dramatically. Prior
to the enactment of RRA 98, Appeals’ inventories involved practitioners representing tax-
payers on examination issues. That client base has shifted to inventories involving collec-
tion issues (including CDP and offers-in-compromise) and issues originating in IRS
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campus functions (e.g., earned income credit or under-reporter examinations). This
changing inventory has resulted in increased cycle time and unwieldy inventories. The
table below illustrates the percentage of Appeals’ inventory receipts for CDP over the past
few fiscal years.*

TABLE 1.4.1, APPEALS CDP RECEIPTS

Fiscal Year 2000 2001 2002 2003

Total Appeals Receipts 55,431 68,198 76,397 98,378
Total CDP Receipts 6,892 19,119 26,666 31,848
Percentage of Receipts CDP 12% 28% 35% 32%

The Collection Due Process program went into effect on January 19, 1999, in fiscal year
2000 (180 days after the enactment of RRA 98). In FY 2000, the program was just getting
off the ground, and the IRS, taxpayers, and practitioners were trying to determine how
this program would work. Thus, it was reasonable to expect that CDP case receipts would
increase significantly in FY 2001 and 2002, as more taxpayers or practitioners understood
the importance of the procedure. Moreover, IRS collection actions have increased over
this same time period. Thus, the number of CDP hearing notices issued by the IRS has
increased significantly over the past four years.

Appeals uses Customer Satisfaction Surveys as one method to measure its success in
processes and procedures.®® Over the past few fiscal years, these surveys have established a
pattern of customer dissatisfaction with respect to delays in processing CDP inventory.
The most recent Customer Satisfaction Survey, released in September 2003, surveyed a
total of 390 customers whose Appeals cases closed from October 2002 through March
2003. Of the 390 customers surveyed, 19 percent had been involved in CDP cases. Both
satisfied and dissatisfied customers expressed concern about the length of the appeals
process and adequacy of resources applied by Appeals.*

In fiscal year (FY) 2001, Appeals stated that the current average time applied per CDP
case was 12-15 hours. In FY 2003, a Treasury Inspector General for Tax Administration
(TIGTA) report stated that the average time per CDP case was 11-17 hours and that high
inventories and the routing of CDP cases did not account for delays.® Inventory levels
for hearing officers are on the average between 56-65 cases.

® For a more detailed discussion of Appeals inventory, see MSP Appeals Inventory Delays, in Part 1, Tables
1.16.2 &1.16.3 Non- Docketed & Docketed Appeals Workload.

* Historical Data Report, 2000-2003, compiled by Director Tax Policy & Procedure, Appeals, November 26,
2003.

* Customer Satisfaction Survey, data available quarterly from September 1998 to current (FY 2002 and 2003

% Treasury Inspector General for Tax Administration (TIGTA), Appeals Could Take Additional Actions to Improve the

SECTION recent surveys conducted by the Gallup Organization and Pacific Consulting Group).
0 NE ¥ For a more detailed discussion of Appeals’ inventory delays, see MSP Appeals Inventory Delays, in Part 1.
Timeliness of Collection Due Process Cases, Reference # 2003-10-202, September 2003.
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The (TIGTA) prepared a timeline of a typical CDP case and its milestones, based on a
sample of 68 cases from a population of 4,895 CDP cases with determination dates from
May 1 through August 12, 2002. In 60 of the 68 sample cases, or 88.2 percent, the total
average period from receipt by Appeals to closure was 300 days.*

=

TABLE 1.4.2, SAMPLE CDP PROCESS TIMELINE Ez

Type of Action Date of Receipt Number of Days E E

Case Received Jan 2nd 0 days E =

Case Assigned to Hearing Officer Jan 20th 18 days =
Discussed or set hearing Apr 16th 86 days
Determination Made Jul 16th 91 days
Letter sent to Taxpayer Aug 15th 30 days
Legal hold period Sept 29th 45 days
Case Closed Oct 29th 30 days
Totals 11 months 300 days

This timeline only partially identifies Appeals’ timeliness problems in processing CDP
cases. These figures do not include the time that the case can be held by field compliance
prior to forwarding to Appeals.¥ Appeals has acknowledged that in many instances it
takes up to 90 days for a case to be sent to Appeals thereby lengthening the timeline even
further.®

Currently, the Appeals Quality Measurement System (AQMS) does not require a timeli-
ness standard for contact with the taxpayer; it merely recommends that the officer make
preliminary contact within 30 days of assignment.* At this time, the 30-day contact is
not monitored. Appeals plans to introduce monitoring of the progress of the 30-day con-
tact through on-going reviews by AQMS and annual operational reviews beginning in
September 2004. This same monitoring was previously promised in a TIGTA report
dated May 2001 for implementation in September 2001.%

% Treasury Inspector General for Tax Administration (TIGTA), Appeals Could Take Additional Actions to Improve the
Timeliness of Collection Due Process Cases, Reference # 2003-10-202, September 2003.

¥ IRM 5.1.9.3.5(9). See discussion infra.

* Taxpayer Advocate Testimony At JCT Joint Review of IRS, Statement of Felice 1zen, Supervisory Program
Analyst, Office of Appeals, before the American Bar Association Low Income Taxpayers Committee, May 10,
2003, Tax Notes Today, 2003 TNT 98-32.

¥ Treasury Inspector General for Tax Administration (TIGTA), Appeals Could Take Additional Actions to Improve the
Timeliness of Collection Due Process Cases, Reference # 2003-10-202, September 2003.

“° Treasury Inspector General for Tax Administration (TIGTA), Taxpayer Service on Lien and Levy Appeals Could Be
Further Improved, Reference # 2001-10-068, May 2001.
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Appeals could set performance objectives or timeliness standards. The May 2001 TIGTA
report cited:

Appeals analysts and managers stated that they have been reluctant to estab-
lish time standards that might appear to impose goals that would conflict
with IRS guidelines concerning the prohibition on production quotas.
However, establishing a goal for timely contacting taxpayers and for contin-
ually working cases does not conflict with IRS guidelines.*

Timeliness standards ensure that cases receive prompt attention and move along at the
proper pace. These standards also ensure that taxpayers are kept informed about the
progress of their cases and the reasons for delay (including taxpayers’ tardiness).”

Appeals customer satisfaction survey results indicate dissatisfaction with a delayed con-
tact.® A recent TIGTA audit of Appeals’ processing of CDP cases found that the earlier
the taxpayer was contacted, the quicker the case was resolved.” TIGTA concluded that
delays in contacting taxpayers occurred because Appeals had not established a specific
time period within which hearing officers were required to discuss the case with taxpayers
or schedule a hearing.”

IRS COMMENTS
The Advocate has raised four key issues to improve Collection Due Process in the IRS:

1. Many of the problems cited by critics of our current CDP program *“. . . are largely
the result of the IRS’ failure to design and implement a program that delivers on
Congress’ promise of a meaningful hearing before the government. . .” takes
enforcement action.

“! Treasury Inspector General for Tax Administration (TIGTA), Taxpayer Service on Lien and Levy Appeals Could be
Further Improved, Reference # 2001-10-068, May 2001. Sections 1204(a) and (b) of the IRS Restructuring and
Reform Act of 1988, Pub.L. No. 105-206 specifically address production goals and employee evaluations.
They require the IRS to not use records of tax enforcement results to evaluate employees or to impose or sug-
gest production quotas or goals. Instead, the IRS must use the fair and equitable treatment of taxpayers by
IRS employees as one of the standards for evaluating employee performance. These provisions would seem to
support TIGTA's timeliness recommendation, rather than preclude them.

2 For example, the Taxpayer Advocate Service measures quality by the timeliness of its employees meeting “next
contact” dates with taxpayers and “follow up” dates with either the taxpayer or the IRS. While these measures
are key to keeping cases moving and avoiding delays, they do not put pressure on the employee to resolve the
case within a specific timeframe, since such pressure may result in issues being overlooked or superficial case
resolution.

“* Internal Revenue Service Customer Satisfaction Survey, Appeals National Report, covering October 2002
through March 2003, issued September 2003.

* Treasury Inspector General for Tax Administration (TIGTA), Appeals Could Take Additional Actions to Improve the
Timeliness of Collection Due Process Cases, Reference # 2003-10-202, September 2003.

“1d.
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2. IRS publications do not provide taxpayers with a clear, concise, plain English and
in-depth discussion of Collection alternatives. The current publications only mini-
mally meet our statutory obligation to inform the taxpayer about the CDP process.

3. Delays in forwarding CDP cases to Appeals while Compliance undertakes case res-
olution activities during the first 45 days after the request creates an additional bur-
den for taxpayers and may undermine the taxpayer’s rights to an Appeals hearing.
The Advocate recommends within 15-30 days of the IRS’ receipt of the timely
request for CDP consideration Appeals issue its acknowledgement letter. This let-
ter should state Appeals would grant a hearing within 30-45 days, and “that if the
taxpayer wishes to continue negotiations with Compliance personnel, he should
continue to do so.” This recommendation further recommends where the taxpayer
has not responded to the IRS “. . . Appeals should send a letter stating that the
hearing would be scheduled within 60 days, and that a Compliance employee
would contact the taxpayer to first attempt to resolve the matter at that level.”
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4. The CDP process takes too long and this is a direct result of the change in Appeals
inventory since the enactment of the CDP statute in RRA ‘98. The Appeals
Quality Measurement System does not require a timeliness standard for contact
with the taxpayer, and only recommends the Appeals employee make preliminary
contact within 30 days of assignment.

We agree with the fourth issue raised by the Advocate that the CDP process takes too
long, and with her statement that this is a direct result of the change in Appeals inventory
since the enactment of the CDP statute in RRA 98. Our discussion regarding the
Advocate’s most serious problem regarding “Appeals Inventory Delays” also addresses this
concern.

We disagree with the first three issues raised and the Advocate’s recommended process
change. We also note the IRS has initiated close cross-functional coordination of all
issues and concerns. Appeals, Counsel, SBSE and W&I Operating divisions regularly
meet to discuss procedural and technical issues.

Concerning the first issue, we disagree with the Advocate’s assertion that many of the
problems cited by critics of our current CDP program “. . . are largely the result of the
IRS’ failure to design and implement a program that delivers on Congress’ promise of a
meaningful hearing before the government. . .” takes enforcement action. We believe the
IRS has designed and implemented a process that delivers on Congress’ promise of a
meaningful hearing. This process complies with all of the statutory requirements by
requiring Appeals to:
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+ verify proper procedures were followed
consider all arguments and collection alternatives

¢ balance the Service’s need to collect with the taxpayer’s concern the proposed
action is no more intrusive as necessary

The creation of the Collection Due Process case so dramatically changed our case receipts
- from 14 percent Collection cases in FY 1997, none of which were CDP, to over 50 per-
cent Collection cases in FY 2003, most of which are CDP - that all of our new technical
hires since 2000 have been Collection personnel and the vast majority of our training has
focused on Collection related issues since the passage of RRA 98.
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In addition, the nature of our work has changed so fundamentally that it has caused us to
begin the transformation of our organization from one exclusively field based to one
where a significant portion of our technical resources will be located in a Campus envi-
ronment.

The specific actions required of Appeals by RRA 98 are carefully enumerated in that
statute. We are complying with the statute as written. The Advocate’s suggestion that the
Appeals review mandated by Congress should be expanded would require a legislative ini-
tiative to revise the provisions in the CDP statute.

Chief Counsel reviewed CDP cases proceeding to litigation and based on Chief Counsel
and Justice Department records, found that very few appeals officer determinations in
CDP cases have been overturned or conceded on appeal to the courts. Of the more than
38,000 CDP determinations issued during the fiscal years 1999, 2000, 2001 and 2002,
only 35 determinations, or roughly one tenth of one percent, have been overturned or
conceded on appeal. That represents just over three percent of the 1,085 cases disposed
of by the courts. For this purpose, Chief Counsel counted as “losses” cases that were
returned to the Office of Appeals because of a procedural error in the conduct of the
CDP proceeding. In such cases the collection action may ultimately be sustained in fur-
ther proceedings. In addition to cases involving errors in the CDP process, “losses” also
include cases in which an error was detected in the assessment process, or in the underly-
ing liability.

Chief Counsel has further informed us they are aware of only one case in which the
Appeals Officer’s judgment concerning the appropriateness of the collection action at
issue, alone, was overturned. We believe these Chief Counsel findings show the statute
has been properly implemented.

SECTION
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For additional support indicating the IRS has appropriately implemented the CDP provi-
sions of RRA 98, we point to the annual statutory audit prepared by the Treasury
Inspector General for Tax Administration. TIGTA is required to determine annually
whether the IRS complied with the legal guidelines and required procedures for the filing
of a notice of lien or a notice of intent to levy and the right of the taxpayer to appeal.”
We believe the TIGTA reviews support that Appeals has successfully and properly imple-
mented the CDP statutes.
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The most recent mandatory CDP TIGTA audit of the conduct of Appeals CDP hearings
(July 2003) found “. . .the Appeals Officers and Settlement Officers (hearing officers) were
in compliance with the requirements of the law when conducting Collection Due Process
(CDP) hearings and Equivalent Hearings (EH). The hearing officers appropriately verified
that the IRS followed the applicable laws or administrative procedures during the lien and
levy process. They considered the challenges the taxpayers raised and determined whether
the proposed collection actions properly balanced the need for efficient collection of
taxes with any legitimate taxpayer concerns. The hearing officers addressed these provi-
sions in the CDP determination letters and the EH decision letters. In addition, the hear-
ing officers followed guidelines from the Appeals manual by including information such
as in which court the taxpayers must file their request for judicial review, as well as infor-
mation about any agreements reached during the hearing, and any subsequent actions to
be taken by the IRS or the taxpayer.””

TIGTA has made some recommendations to improve the CDP process, and we have
taken all actions to implement them. The Advocate’s report mentions a promise to moni-
tor the 30-day contact guideline through the Appeals Quality Measurement System
(AQMS). This has been done since January 2002. (See page 18 and footnote 41 for a ref-
erence to the report.) From the 2001 report, Appeals understood that the 30-day require-
ment was met by sending out an acknowledgement letter that described the Appeals
process and gave a contact person.

However, TIGTA expanded its contact recommendation in the September 2003 report.
Appeals agreed with the expansion of the 30-day requirement to include a mandate to
make substantive contact within 30 days of assignment. Appeals is in the process of
amending its AQMS review criteria to incorporate this TIGTA recommendation. We
believe this change will assist in reducing the overall time for Appeals to resolve a CDP
dispute — the Advocate’s fourth issue. The current Appeals guidance to the field sets July
31, 2004 as the full implementation date of this expanded 30-day requirement. (Note:
The September 2003 TIGTA audit was not a mandatory technical audit. It was an audit

%26 U.S.C. §§ 7803(d)(I)(A)(iii) and (iv) (Supp. IV 1998).

" Quote taken from the last official mandatory CDP technical audit - Treasury Inspector General for Tax
Administration, Appeals Complied With the Legal Requirements for Collection Due Process and Equivalent Hearings,
Reference # 2003-10-156, July 2003.
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initiated for the purpose of assisting Appeals in improving our time on CDP cases.)

Finally the Advocate believes that at least one part of the Appeals manual (IRM
8.7.2.3.10(8)(a)"...reflects Appeals’ confusion about what exactly is the hearing officer’s
true role.” We do not read our guidance in this same manner. The provision cited mere-
ly allows a hearing officer the latitude to correct obvious errors or raise collection alterna-
tives the taxpayer obviously qualifies for regardless if raised by the taxpayer or not. This
helps Appeals meet our obligation to balance the IRS’s interest in collection of tax owed
with the taxpayer’s interest in having the proposed action be no more intrusive than nec-
essary. This balancing requirement is part of the CDP statute.

Concerning the second issue, that IRS publications do not provide taxpayers with a clear,
concise, plain English and in-depth discussion of Collection alternatives, we disagree with
the Advocate. We agree with the Advocate that the IRS and Appeals must constantly
review and revise its information and publications.

In January 2003 the Internal Revenue Service revised its main publication concerning col-
lection options, What You Should Know About The IRS Collection Process, Publication
594. This publication describes in detail the Collection Process. It lists seven specific
issues a taxpayer may want to discuss with Appeals, one of which is “collection options.”
These “collection options” are then described to the taxpayer.

Appeals identifies the collection alternatives in a number of its own publications. Some
of the publications and/or letters include:

¢ Publication 1660, Collection Appeal Rights, Revised May 2002 (mailed by
Compliance)

¢ Publication 4165, An Introduction to Collection Due Process Hearings, Revised
September 2003

¢ Form 13221, acknowledgement letter

¢ Letter 3544, information request (Mailed by Appeals with attachment identifying
documents required for each Collection alternative)

Compliance mails Publication 1660 to the taxpayer with the CDP notice after they file a
lien or before they levy. Appeals mails Publication 4165 with the acknowledgement letter
to the taxpayer and provides a contact person. While we will always review and improve
the publications, we believe these publications are very successful at identifying the collec-
tion alternatives.
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The IRS Chief Counsel determined that Publication 594 and Publication 1660 meet the
disclosure requirements set by IRC 6330. These publications, sent with each CDP notice,
fully and carefully discuss the CDP issues including collection alternatives. In addition,
the main collection alternatives of installment agreements, offer-in-compromise, and a
temporary delay in the collection process are also discussed in Publication 3498, The
Examination Process. Publication 3498 is provided to taxpayers where the dispute results
from an IRS initiated review of the taxpayer’s filed return. This publication informs tax-
payers of their right to an appeal of the examination and their payment options.
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In addition, Appeals has already drafted a new initial contact letter (sent to the taxpayer
after it initially acknowledges receipt of the case). In that draft letter, currently in clear-
ance with the Advocate, Chief Counsel and Compliance, the Appeals employee identifies
that they will consider (in part) relevant issues the taxpayer wishes to discuss including
collection alternatives.

Concerning the third issue, we disagree that delays in forwarding CDP cases to Appeals
while Compliance undertakes case resolution activities during the first 45 days after the
request creates an additional burden for taxpayers or undermines the taxpayer’s rights to
an Appeals hearing. The Advocate recommends that within 15-30 days of the IRS’ receipt
of the timely request for CDP consideration that Appeals issue its acknowledgement let-
ter. This letter should state Appeals will grant a hearing within 30-45 days, and “that if
the taxpayer wishes to continue negotiations with Compliance personnel, he should con-
tinue to do so.” This recommendation further recommends that where the taxpayer has
not responded to the IRS “..., Appeals should send a letter stating that the hearing would
be scheduled within 60 days and that a Compliance employee would contact the taxpayer
to first attempt to resolve the matter at that level”. We disagree with these recommenda-
tions as well.

The process recommended by the Advocate will not have the desired effect of clarifying
to taxpayers that their case will be considered by Appeals. Compliance procedures
already address the Advocate’s concerns. Compliance employees retaining jurisdiction of
a particular case must reach mutual agreement with the taxpayer that there is an opportu-
nity to resolve the dispute at that level. Usually this means explaining the collection alter-
natives to the taxpayer, securing required forms for those alternatives, and securing IRS
approval for the alternatives.

The recommended process may only further confuse the taxpayers as to the jurisdiction
of their case. It would find the case transferred from Compliance to Appeals for the
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issuance of an acknowledgement letter only to have the case transferred to Compliance
for case resolution discussions at the lowest possible level. This recommended action
could only result in further delays in meaningful case consideration by either Compliance
or Appeals and not in eliminating delays in scheduling and holding hearings.

Since the authorities Appeals has on Collection matters are generally no greater than
those provided to Compliance, holding the case an additional 45 days clearly does not
deny a taxpayer a particular collection alternative. It merely affords them an opportunity
to resolve the dispute at the earliest possible level.

It is the view of both Appeals and Compliance that the proposed solution to have
Appeals send out a letter giving the taxpayer additional time to work with Collection
would not work as well as the current process. We believe this to be true for several rea-
sons:

¢ The Advocate’s proposal would give all taxpayers the opportunity for an additional
30-60 days, depending on their prior response to their request for a due process
appeal. The current process gives the additional time only to those cases upon
which Compliance believes resolution can be reached.

¢ Some taxpayers clearly state on their hearing request the resolution that they are
seeking, i.e., installment agreement or hardship. Compliance can explain the
requirements to the taxpayer and address the concern more quickly under the cur-
rent process than if they are required to wait for Appeals to send a letter.

¢ Many taxpayers do not make the clear distinction between an Appeals organization
and a Compliance organization that we in the Service do. The actions
Compliance takes during the 45 days are limited to initiating case resolution alter-
natives requested by the taxpayer.

¢ In some instances, Compliance may have to contact the taxpayer for clarification
regarding the hearing request. If Compliance is working with the taxpayer to clari-
fy other issues, it is simpler to address all the issues rather than wait for Appeals to
send a letter.

Note that this “45 Day” process is addressed in the regulations:
Q-C9. Can taxpayers attempt to resolve the matter of the proposed levy with an

officer or employee of the IRS office collecting the tax liability stated on the CDP
Notice either before or after requesting a CDP hearing?

A-C9. Yes. Taxpayers are encouraged to discuss their concerns with the IRS office

4
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collecting the tax, either before or after they request a CDP hearing. If such a dis-
cussion occurs before a request is made for a CDP hearing, the matter may be
resolved without the need for Appeals consideration. However, these discussions
do not suspend the running of the 30-day period within which the taxpayer is
required to request a CDP hearing, nor do they extend that 30-day period. If dis-
cussions occur after the request for a CDP hearing is filed and the taxpayer resolves
the matter with the IRS office collecting the tax, the taxpayer may withdraw in
writing the request that a CDP hearing be conducted by Appeals.
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This process was created by a cross-functional group of Appeals, Counsel, Small
Business/Self Employed and Wage and Investment in an effort to allow taxpayers to
resolve collection disputes at the lowest possible level with the least amount of delay. If
at any time a taxpayer wishes to curtail its contact with the Compliance functions, they
may do so and the IRS will transfer the case immediately to Appeals.

The current process has proven successful. Compliance indicates they secure agreement
on 10 percent to 12 percent of the cases (closed via CDP withdrawal). For FY 03 this vol-
ume is estimated to be approximately 3,500 cases resolved/withdrawals secured without
having to go to Appeals. These numbers do not include other cases, which Compliance
has resolved, but the taxpayer did not withdraw the hearing request. The Appeals work
on these cases is significantly limited as a result, freeing Appeals employees to work on
truly unresolved issues and cases.

We also note that Compliance procedures already require their employees to explain to
taxpayers that they will receive an immediate Appeals hearing if they desire it and the
Compliance employee is only offering assistance in resolving the dispute. See IRM
5.1.9.3.5(4). Continuing to work with the taxpayer allows Compliance to review new
information regarding the collection alternatives not previously considered. If after 45
days from receipt of the CDP hearing request, resolution of the taxpayer’s issues seems
likely Compliance will secure group manager concurrence to continue working with the
taxpayer. e believe this managerial involvement protects the taxpayer from a case being
retained unnecessarily in Compliance.

Regarding the fourth issue, the Taxpayer Advocate believes the CDP process takes too
long and this is a direct result of the change in Appeals inventory since the enactment of
the CDP statute in RRA 98, we agree and this is a concern of ours as well.

2003 ANNUAL REPORT o TAXKPAYER ADVOCATE SERVICE i)



Table of Contents

)
>
=;
= e
[ -
o
-
w» &=
R
=

SECTION

ONE

MOST SERIOUS PROBLEM: APPEALS IMPLEMENTATION OF THE COLLECTION DUE PROCESS (CDP) PROGRAM  TOPIC #4

The Taxpayer Advocate correctly cites the latest completed CDP TIGTA audit findings.
Appeals has embraced the recommendation that a substantive contact within 30 days of
assignment of a CDP case could significantly reduce the cycle time from date received to
date notice of determination issued to the taxpayer from 225 days to 169 days. We will
make further inroads into reducing cycle time by assigning the cases faster, segmenting the
assignment and standardizing the work, and making other improvements in the case con-
sideration process. (Note: TIGTA identified the entire process being 300 days; however,
the final 75 days are for legal holding period requirements and necessary processing time
where judicial review is not requested. The taxpayer is fully informed of the determina-
tion on average in 225 days in the TIGTA study.)

The Advocate correctly indicates the case may be delayed up to on average an additional
90 days when the case is held in Compliance prior to forwarding it to Appeals. As previ-
ously stated, this period is only when there is agreement between the taxpayer and
Compliance that the case could potentially be expeditiously resolved at this lower level.

Regarding the Advocate’s concerns that the Appeals Quality Measurement System does
not require timeliness standard for contact, we need to clarify our actions. The recom-
mendation from the May 2001 TIGTA report pertinent to this discussion was: “Appeals
should establish timeliness standards for making first contacts with taxpayer and working
CDP cases and include these measures in the closed case quality review program.”

At the time Appeals did not agree that we could adopt that exact recommendation.
Instead, Appeals agreed to: “1. Send an acknowledgment letter to taxpayers for CDP
cases within 30 days. (These letters will include the name of a contact person, and a
description of the process.); and, 2. Provide on-going review and feedback by establishing
Appeals Quality Measurement System (AQMS) guidelines specific to Collection Due
Process cases. This will include the 30-day contact letter requirement.”

Therefore we do not agree with the Advocate’s statement that we previously promised, in
the May 2001 TIGTA report, to make substantive contact within 30 days and would mon-
itor this in AQMS. However, we have been in compliance with our agreed to actions
since January 2002.
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When this issue was raised again in the September 2003 report, we agreed to revise the
Appeals IRM and the AQMS instructions to require that Appeals should make a signifi-
cant contact with a CDP taxpayer within 30 days to discuss the taxpayer’s case or to
schedule a future conference date. Because our ability to reach this goal was related to
successful implementation of our campus Appeals operations, we stated we needed a 1-
year period to successfully fully implement the recommendation. Full implementation of
this recommendation is expected by July 31, 2004.
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We also note Appeals is currently redrafting its AQMS guidelines regarding prompt
assignment and acknowledgement of cases in Appeals. AQMS is currently in the process
of revising both its review sheet and instructions and revision of the IRM is in process.
Appeals is incorporating the 30-day substantial contact in the new guidelines.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate is pleased that Appeals is beginning to address some of the timeli-
ness issues associated with the Collection Due Process program. She continues to be concerned about
the manner in which the Office of Appeals is administering the CDP program. She finds Appeals’
comments largely unresponsive to many of the concerns she has raised about the program.

Appeals states that it is complying with the CDP statute as written. It further states that any
“expanded” review by Appeals would have to require a specific legislative mandate.

The National Taxpayer Advocate agrees that Appeals is complying, albeit narrowly, with the techni-
cal language of the statute with regard to findings it must make in any hearing. Appeals’ analysis
should not stop there, however. In IRC sections 6320 and 6330, Congress created an informal adju-
dication procedure for contesting IRS collection actions. Such informal adjudications must meet
basic administrative requirements of due process under the Administrative Procedure Act. Further,
the procedures must satisfy whatever specific technical requirements Congress imposes. But nothing in
the statute prohibits Appeals from implementing the recommendations of the National Taxpayer
Advocate with regard to CDP procedures, including revising notices and educational materials.

Appeals cites the low rate of reversal in CDP litigation as an indication that it is effectively imple-
menting the CDP program. The legislative history indicates that Appeals’ determinations with
respect to collection issues are subject to an “abuse of discretion” standard of review by the courts.
This standard presents a very high hurdle for any taxpayer to meet in order to obtain a reversal. In
fact, the use of this standard reinforces the importance that the CDP program be properly adminis-
tered, both in conformity with the spirit as well as the letter of the law.
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A far better measure of Appeals’ successful implementation of the CDP program would be derived
from tracking CDP cases to see whether Appeals’ recommendations did, in fact, resolve the taxpayer’s
collection issues with the IRS. Did the taxpayer continue to make payments on an installment agree-
ment, or did he default and continue to require compliance’s attention? Would an offer-in-compro-
mise have been a better resolution of the matter? To our knowledge, neither Appeals nor Compliance
is tracking such information.

Appeals states that there are numerous IRS and Appeals’ publications that describe the various col-
lection alternatives available to a taxpayer. Interestingly, the one that contains the most detailed (but
not coherent) descriptions, Publication 3498, The Examination Process, is not included in any collec-
tion notice associated with the CDP hearing process.*®

The National Taxpayer Advocate reiterates her position that without clear and understandable expla-
nations of the available collection alternatives, a taxpayer will not be able to meaningfully enter into
a discussion with the hearing officer about his or her situation. She has proposed several possible
methods of communicating this information to taxpayers in the context of the Collection Due Process
program, and she believes that her proposals will create a better record upon which both the hearing
officer and the court can rule.

In its response to the National Taxpayer Advocate’s concerns about the jurisdiction of CDP cases,
Appeals fails to address her fundamental point that CDP is something different from “business as
usual” in the IRS Compliance function. Appeals states that the CDP process was developed by a
cross-functional group of Appeals, Counsel, SB/SE and W& in “an effort to allow taxpayers to
resolve collection disputes at the lowest possible level with the least amount of delay.” Yet, taxpayers
already had that option available to them prior to RRA 98!

The Collection Due Process program reflects Congress’ considered judgment that taxpayers required
something more than the ability to resolve collection disputes at the lowest level. Nothing in Appeals’
response indicates that it cannot design processes that would enable a case to be resolved appropriately
by Compliance while ensuring that Appeals is, in fact, the immediate and ultimate “owner” of the
case.

Finally, Appeals states that “many taxpayers do not make the clear distinction between an Appeals
organization and a Compliance organization that we in the Service do.” That is precisely the
National Taxpayer Advocate’s point: taxpayers do not know that Appeals exists and that, as a
CDP hearing officer, it plays a different role from that of Compliance. Without knowing about this
significant difference, how can taxpayers truly make an informed decision about electing CDP proce-
dures?

“* The National Taxpayer Advocate notes that Publication 3498 is in the process of being revised to address some

SECTION
0 NE of her concerns about its lack of clarity.
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The National Taxpayer Advocate will continue to work with the Office of Chief Counsel, and the
Office of Appeals, to address the serious concerns and thoughtful recommendations presented above.
The proper implementation of the Collection Due Process program is all the more important in the
current environment of increasing collection activity.
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PROBLEM
TOPIC #5

MOST SERIOUS PROBLEM: INDIVIDUAL TAXPAYER IDENTIFICATION NUMBER (ITIN)
PROGRAM & APPLICATION PROCESS

IRS RESPONSIBLE OFFICIALS

Henry O. Lamar, Commissioner, Wage & Investment Division
Jerald H. Heschel, Director, ITIN Program

DEFINITION OF PROBLEM

The Internal Revenue Service issues Individual Taxpayer Identification Numbers (ITINSs)
to individuals who are not eligible to receive Social Security numbers (SSNs) and yet need
an identification number for tax administration purposes." While the IRS frequently
exceeds its own four to six week timeframe for processing ITIN applications,”> demand for
ITINSs is increasing as a result of demographic changes in the U.S. population.® At the
same time, some states and advocacy groups view the ITIN as a number that can be used
for identification purposes and as an important tool for banking the unbanked in our
society; others believe that the IRS should share ITIN information routinely with other
government agencies, including the Bureau of Citizenship and Immigration Services.*
These competing pressures threaten to undermine sound tax administration practices.

ANALYSIS OF PROBLEM

Background

A 1994 study identified significant tax compliance problems with the 80 billion dollar
annual investment income of nonresident aliens.® In response to these findings, the IRS
created Individual Taxpayer Identification Numbers (ITINs) in 1996. These numbers
resemble SSNs but begin with the number 9 (e.g., Ixx-xx-xxxx). They are used by non-U.S.
citizens who are not eligible to receive Social Security numbers (SSNs) yet have U.S. tax obli-
gations.® The ITIN was created so these individuals could file tax returns and the IRS could
appropriately match the return data with reported dividend, interest, and other income.’

! Treas. Reg. § 301.6109-1(d)(3).

2 Latin Americans For Social Economic Development/Accounting Aid Society, Detroit; Midwest Tax Clinic
Center for Economic Progress, Chicago; and First Commercial Bank, Oklahoma, May 2003.

% Urban Institute, “The Dispersal of Immigrants in the 1990s,” November 26, 2002, available at
http://www.urban.org.

* On March 1, 2003, the responsibility for providing immigration-related services and benefits such as naturaliza-
tion and work authorization was transferred from the Immigration and Naturalization Service (INS) to the
Bureau of Citizenship and Immigration Services (BCIS) in the Department of Homeland Security. Source:
DHS website, available at http://www.dhs.gov.

® Treasury Inspector General for Tax Administration, The Internal Revenue Service’s Individual Taxpayer Identification
Number Program Was Not Implemented in Accordance with Internal Revenue Code Regulations, Reference Number
094505, September 1999, p. 3.

$IRC § 6109 and Treas. Reg. § 301.6109-1(d)(3).

" Treasury Inspector General for Tax Administration, The Internal Revenue Service’s Individual Taxpayer Identification
Number Program Was Not Implemented in Accordance with Internal Revenue Code Regulations, Reference # 094505,
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Under the Internal Revenue laws, a taxpayer’s immigration status alone is not determina-
tive of a person’s status as a U.S. taxpayer. “Resident aliens” — that is, alien taxpayers who
are either permanent resident aliens under U.S. immigration law or who meet a “substan-
tial presence” test — are taxed on their worldwide income, subject to applicable treaty pro-
visions.® “Nonresident aliens” - alien taxpayers who do not meet either the “permanent
resident” or the “substantial presence” test - are taxed at a flat 30 percent rate on their
U.S. source income and foreign source income that is effectively connected with the con-
duct of a trade or business within the U.S.°
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Thus, regardless of immigration status, taxpayers who are considered either resident or
nonresident aliens under the Internal Revenue laws have a need for identifying numbers
for federal tax administration purposes. As the tax administrator, the IRS is charged with
developing a program that enables these taxpayers to comply with their U.S. tax obliga-
tions. Regardless of immigration status or country of origin or residence, an efficient and
equitable tax system does not distinguish between alien and other taxpayers with respect
to levels of taxpayer protections or customer service.

As noted above, ITINs are available to resident and nonresident aliens, their spouses, and
their dependents who are not eligible to receive SSNs and who have a need for a number
for federal tax administration purposes. An ITIN does not authorize an alien to work in
the United States, grant an immigration status, or qualify the alien for benefits, such as
the Earned Income Tax Credit (EITC) and Social Security.”® To receive an ITIN, individu-
als must complete Form W-7, Application for the IRS Individual Taxpayer Identification
Number, and attach documentation validating his or her identity and foreign alien sta-
tus.”™  All Form W-7 applications are processed at IRS’s Philadelphia campus.

ITIN USAGE AND DEMOGRAPHICS

Since the ITIN program’s inception in 1996, the demand for ITINs has increased, consis-
tent with the change in the nation’s immigrant population. Further, the reasons given by
individuals applying for ITINs and the subsequent actual usage of ITINs on tax returns
demonstrate a legitimate tax administration need for these numbers.

The use of ITINs continues to grow as the immigrant segment of the U.S. population
becomes a substantial and increasing presence in our economy. Over one million immi-

¥ IRC sec 7701(b); Treas. Reg. 301.7701(b)-1.
® IRC sec 871; 864(c)(1)-(4).

% |RS, Understanding Your IRS Individual Taxpayer Identification Number, Publication 1915 (Revision 11-2002), p. 1.
When a taxpayer reports Social Security earnings and taxes under an ITIN, the Social Security Administration
(SSA) will place those taxes in a “suspense account” because the ITIN does not match a Social Security
Number. If the taxpayer later becomes eligible for a SSN, however, he can ask the SSA to reallocate the ITIN
earnings and taxes to his SSN account.

1 IRS, Understanding Your IRS Individual Taxpayer Identification Number, Publication 1915 (Revision 11-2002), p. 8.
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grants entered the United States each year during the 1990s.”> Table 1.5.1 depicts the
increase of foreign born/immigrant individuals in the United States.”

TABLE 1.5.1 FOREIGN BORN/IMMIGRANT POPULATION AND TOTAL POPULATION FOR
THE UNITED STATES (IN MILLIONS): 1850 TO 2000
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TABLE 1.5.2, POPULATION PERCENTAGES

Year Total US Population Foreign Born US Population Foreign Born Percent of Total Population
1850 22.7 2.2 9.7
1870 38.9 5.6 14.4
1890 62.2 9.2 14.8
1910 91.8 13.5 14.7
1930 122.4 14.2 11.6
1950 149.3 10.3 6.9
1970 204.3 9.6 4.7
1990 250.6 19.8 7.9
2000 273.1 28.4 10.4

2 Urban Institute, The Dispersal of Immigrants in the 1990s, November 26, 2002, available at http://www.urban.org.

SECTION
3 U.S. Census Bureau, “Coming To America: A Profile of the Nation’s Foreign-Born (2000 Update),
0 N E February 2002.
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As of March 2000, according to data collected in the Current Population Survey, the esti-
mated foreign born population of the United States was 28.4 million. The preceding
table and chart show an increase in the total U.S. population that is foreign born (or
immigrated to the US). The data collected in 2000 indicated that 10 percent of the U.S.
population was foreign born, the highest percentage since 1930.

By 2010, the U.S. foreign born or immigrant population is expected to increase to approx-
imately 34 million.** These individuals are transforming the U.S. workplace. Over the
past decade, immigrants (with or without authorization to work in the U.S.) accounted for
half of the new wage earners entering the labor force.® As immigrants enter the U.S.
workforce, either on temporary work visas or as undocumented workers, they incur U.S.
tax obligations with a corresponding increase in the demand for ITINs. In calendar year
2002, the total number of ITINs issued was 1.5 million, an increase from 0.6 million
issued in calendar year 1999. Table 1.5.3 shows ITIN issuance since 1996, the first year of
the program.
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TABLE 1.5.3, ITINS ISSUED SINCE 1996*

Calendar Year 1996 1897 1998 1999 2000 2001 2002 2003
ITINS (Assigned, in millions) 0.1 1.4 0.6 0.6 0.8 1.1 1.5 0.9

In a study conducted for the Commissioner, the IRS Information Technical Service iden-
tified the reasons why applicants requested ITINs and how the numbers were eventually
used. Table 1.5.4 shows the reasons listed on Forms W-7 for ITINs issued for calendar
years 1996 through 2002 (partial year for 2003, includes January 1 through September
30)."

¥ U.S. Census Bureau Projections, available at http://www.census.gov. See also, Ciyata D. Coleman,
Demographic and Economic Characteristics of the American Family: Implications for Outreach Targeted at the Low-Income
Population, IRS Research Conference, June 2003, p. 3, Figure 1: Population By Age Group 2000-2010.

5 Kay Anderson, W&I Taxpayer of the Future, 2003 IRS Research Conference (June 2003) p. 7.

! IRS Individual Master File, Returns Transaction File, Analysis conducted by MITS, Information Technical
Services, Business Systems Development, Business Systems and Extracts, Calendar Years 1996 - 2003 (2003
information is for a partial year - includes January 1 - September 30, 2003).

" This version of Form W-7, Application for IRS Individual Taxpayer Identification Number (Rev. October
1999), gave the applicant a choice of six reasons for applying for an ITIN. The current form (revised in
December 2002) gives the applicant eight possible reasons for applying.
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TABLE 1.5.4, REASONS FOR SEEKING ITINS (TAX YEARS 1996- 2003)"

Reason 1 2 3 ) 5 6

Calendar Year | Nonresident treaty | Nonresident return | U.S. Resident | Dependentof | Spouse of Other Total
g 1996 17.2% 42.6% 23.8% 7.8% 8.5% 0.1% 100%
= ; 1997 25.8% 27.6% 26.2% 12.7% 7.5% 0.1% 100 %
E E 1998 1.9% 23.5% 21.6% 32.3% 13.2% 7.5% 100%
; : 1999 4.1% 21.2% 26.6% 29.4% 11.4% 7.3% 100 %
; & 2000 5.0% 23.8% 27.1% 26.3% 10.2% 7.5% 100%

2001 5.1% 22.0% 31.2% 23.5% 9.0% 9.2% 100 %

2002 4.9% 22.6% 36.2% 19.7% 6.4% 10.2% 100 %

Total 9.4% 23.9% 29.3% 21.8% 8.8% 6.7% 100%

The top three reasons for seeking ITINS were:

¢ U.S. resident alien (based on days present in the U.S.) filing a U.S. tax return and
not eligible for an SSN;

¢ Dependent of U.S. person; and

¢ Nonresident alien filing a U.S. tax return and not eligible for an SSN.

These reasons accounted for approximately 75 percent of all ITIN applications.” A simi-
lar report requested by the National Taxpayer Advocate identified the country of origin of
ITIN applicants. The applications came from all 50 states and the District of Columbia,
but most were concentrated in 11 states. Table 1.5.5 shows the percentage of applications
for these states for calendar years 1999 through 2001.%

8 IRS Individual Master File, Returns Transaction File, Analysis conducted by MITS, Information Technical
Services, Business Systems Development, Business Systems and Extracts, Calendar Years 1996 - 2003 (2003
information is for a partial year - includes January 1 - September 30, 2003).

¥d.
SECTION % ITIN Applicant Profile, Project 4-03-09-2-040N, Interim Report dated September 11, 2003, page 4.

ONE
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TABLE 1.5.5, ITIN APPLICATIONS BY STATE (CALENDAR YEARS 1999-2001)

Arizona 2.2% 2.7% 2.1%
California 28.5% 27.4% 27.1%
Colorado 1.4% 2.1% 1.8% =
Florida 4.3% 5.1% 4.9% =3
Georgia 2.9% 3.2% 3.3% =
Hlinois 4.1% 4.7% 4.3% =
New Jersey 3.4% 3.8% 3.5% = S
New York 6.9% 7.2% 7.3% «
North Carolina 3.2% 4.3% 3.4%
Texas 10.7% 10.2% 10.4%
Utah 5.2% 2.4% 3.4%
Total 72.8% 73.1% 71.5%

While the applicants were citizens of many countries, a handful of nations accounted for
the majority of applicants. Table 1.5.6 lists the percentage of ITIN applicants from coun-
tries that provided at least one percent of the applicants in one of the three years. These
17 countries accounted for at least 85 percent of all applicants for the three tax years.
Mexico was by far the largest source of ITIN applicants, with over 53 percent of the appli-
cants in each year. No other country provided more than five percent of the applicants in
any one year.*

2L ITIN Applicant Profile, Project 4-03-09-2-040N, Interim Report, September 11, 2003, Wage & Investment
Research Group 4, W-7 ITIN Database.
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TABLE 1.5.6, ITIN APPLICANT COUNTRIES OF ORIGIN (GALENDAR YEARS)
Country CY 1999 GY 2000 GY 2001
Asia
China 2.2% 2.1% 1.9%
India 3.7% 3.7% 3.4%
Japan 1.8% 1.5% 1.2%
South Korea 0.8% 1.0% 1.0%
Philippines 1.1% 1.1% 1.3%
Latin America
Argentina 0.4% 0.5% 1.0%
Brazil 2.4% 2.5% 2.1%
Colombia 1.6% 2.6% 3.0%
Ecuador 1.2% 1.4% 1.6%
El Salvador 1.9% 1.9% 1.7%
Grenada 1.5% 1.5% 1.6%
Honduras 0.7% 0.9% 1.3%
Mexico 56.6% 53.6% 56.6%
Peru 0.8% 1.0% 1.5%
Europe
Germany 2.6% 4.9% 2.8%
United Kingdom 1.9% 1.7% 1.5%
Other
Canada 4.6% 3.8% 3.4%
Total 85.8% 85.7% 86.9%

The IRS has issued approximately 6.9 million ITINs since the program’s inception in
1996 (as of October 1, 2003).” Nearly three-quarters of the ITINs issued with the expecta-

2 RS Individual Master File, Returns Transaction File, Analysis conducted by MITS, Information Technical
Services, Business Systems Development, Business Systems and Extracts, Calendar Years 1996 - 2003 (2003

information is for a partial year - includes January 1 - September 30, 2003).

Of the 6.9 million ITINs issued, IRS expected approximately 5.7 million to show up on tax returns.
The expected usage is calculated as follows:

6,926,446 (ITINs assigned as of 10/01/03) - [23,969 (ITINs issued in 96 cannot be accounted for, as 96 and 97
return data is not available) + 540,801 (ITINs issued in 97 cannot be accounted for as 96 and 97 return data
is not available) + 636,013 (ITINs issued in 03 could be used on 03 returns filed in 04)] = 5,724,663 (ITINs

s E c -I- | 0 N expected to be used on 98,99,00,01,02 returns).
uNE 4,269,484 ITINs on 98-02 returns/5,724,663 expected on returns = 74.58 percent.
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tion that they would be used for tax filing purposes actually showed up on returns. This
illustrates that the ITIN population is a very compliant sector of the U.S. taxpayer popu-

lation.

TABLE 1.5.7, ITIN ISSUANCE AND USAGE (CALENDAR YEARS 1998 - 2001)% =
b -
- (-]

Year Assigned Used on Tax Return % Used : :

1998 566,745 403,517 71.2% m 3

1999 615,413 469,657 76.3% =

2000 818,392 612,108 74.8% 2

2001 1,088,837 748,398 68.7%

Total 3,089,387 2,233,680 72.3%

Although tax return filing is clearly the primary tax administration purpose for issuing
ITINS, there are others. For example, an ITIN could be issued for a non-interest bearing
financial account in order to identify possible levy sources in the event that IRS must
take collection actions. Moreover, some ITINs may be issued to taxpayers who are work-
ing and anticipate a filing obligation, but who ultimately earn so little that they are not
required to file a return.

Individual Taxpayer Identification Numbers are often issued for a specific purpose involv-
ing limited or one-time use. For example, immigrants often obtain ITINs for tax returns,
in order to demonstrate good moral character for purposes of adjusting their immigration
status.” Once their status is adjusted, they may be able to obtain SSNs. Further, ITINs
issued to persons employed in the U.S. on temporary work visas do not expire after the
worker returns to his or her home country. Foreign investors may need the number for a
one-time transaction and not use the number again, or only sporadically. The IRS does
not presently “sunset” or set an expiration date for ITINSs.

23 Individual Master File, Returns Transaction File, Analysis conducted by MITS, Information Technical
Services, Business Systems Development, Business Systems and Extracts, Calendar Years 1998 - 2001. Since
data is unavailable to validate 1996 and 1997, and ITINs obtained in 2003 may take several years to show up
on a tax return, we will report information on ITIN usage for 1998- 2001. Of the approximately 2.2 million
distinctive ITINs that were included on tax returns for Tax Years 1998 - 2001, about 40 percent were used by a
primary filer, 25 percent by a secondary filer, and about 33 percent were used to identify dependents.

24 Since Congress combined and receded all previous immigration and naturalization law into the Immigration
and Nationality Act of 1952, the United States has conducted only one immigrant amnesty program, author-
ized by the Immigration Reform and Control Act of 1986 (Source: Marian L. Smith, Overview of INS
History, U.S. Citizenship and Immigration Services). Taxpayers in these programs would no longer need an
ITIN since they are eligible to receive an SSN. The IRS could easily obtain information about ITIN obsoles-
cence without exchanging information with other government agencies. The IRS could design a form that is
provided to the taxpayer by the immigration or social security agencies at the time of application, but is sent
directly to the IRS, notifying the IRS that the ITIN should be retired.

2003 ANNUAL REPORT o TAXKPAYER ADVOCATE SERVICE 67



Table of Contents

)
>
=;
e
[ -
D pn
)
w» &=
R
=

MOST SERIOUS PROBLEM: INDIVIDUAL TAXPAYER IDENTIFICATION TOPIC #5

NUMBER (ITIN) PROGRAM & APPLICATION PROCESS

Communication Strategy and Assistance

The IRS must improve ITIN assistance and communications to ensure the numbers are
used properly and that applicants are able to comply with the tax laws. The IRS acknowl-
edged in its “Compliance 2000” report that “alien populations face distinctive challenges
in attempting to meet their tax responsibilities.”” Foreign born or immigrant taxpayers,
regardless of immigration status, face language and cultural barriers. Many immigrants
come from countries in which the tax system does not function well (if at all), or assesses
and collects tax without a filing requirement. Undocumented immigrant workers may be
wary of approaching the tax administrator, particularly those whose countries of origin
had governments that were instruments of oppression.

When immigrants attempt to meet their tax obligations, they may not be able to navigate
the tax system or be able to explain their situation properly. Because they may not yet
have entered the mainstream of the U.S. economy, they may not be able to find qualified
professional assistance and instead are “helped” by persons who are unqualified if not
unscrupulous. Finally, taxpayers may be afraid to file because the failure to file earlier tax
returns will result in penalties and interest that often amount to more than the immi-
grant’s annual income.

This situation is best remedied by proactive interventions that encourage new immigrants
to comply with U.S. tax laws from the date of their arrival in the United States, regardless
of immigration status.”® The IRS must make significant efforts to include these individu-
als in the tax system and not increase burden or create barriers. For example, at the urg-
ing of the National Taxpayer Advocate, the IRS revised and simplified the Spanish
version of the form W-7 for the 2003 filing season.”

Acceptance Agents,” practitioners, and volunteers report that the IRS does not provide
them timely and quality information about helping individuals secure ITINs.* For the
2003 filing season, the IRS issued two news releases that advised individuals to use the

revised Form W-7, and mailed Information Alerts to Acceptance Agents.*® The alert

% IRS research project, Compliance 2000 Immigrant Prototype, 1994, p. 5.
26
Id.
%" National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 92.

% An Acceptance Agent facilitates the ITIN application process by obtaining and reviewing the required forms
and documentation. Certified Acceptance Agents can certify to the IRS that the documents are authentic,
complete and accurate and forward only the certification and W-7 form to the IRS. The certifying agent is
required to maintain a record of the documentation for a definite period of time. The certifying agent must
agree to submit supporting documents to IRS upon written request. Revenue Procedure 96-52, 1996 C.B. 372.

 Treasury Inspector General for Tax Administration, The Internal Revenue Service’s Individual Taxpayer Identification
Number Program Was Not Implemented in Accordance with Internal Revenue Code Regulations, Reference
# 094-505, September 1999, p.10.

% |RS News Release IR-2002-139, December 17, 2002; IRS News Release 1R2003-49, April 10, 2003, “ITIN
Applicants Must Use New Form Starting April 14;” Acceptance Agent Information Alert, March 17, 2003,
“IRS Makes Major Changes to Forms W-7 & W-7(SP), Application for Individual Taxpayer Identification

SECTION
0NE Number (ITIN): Submission Cut-off Dates Key to Timely Processing.”
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advised that the new form had enhancements, including more stringent documentation
criteria, but did not outline the exact changes. These communications were not distrib-
uted soon enough for agents to tell their customers about the changes before the end of
the filing season. An IRS report on the ITIN program validates the concerns of the
agents. The report states, “There is no coordinated Service-wide strategy to effectively pro-
mote, market, and disseminate ITIN program and processing information to external
stakeholders.”
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Congress explicitly recognized the special needs of taxpayers who speak English as a sec-
ond language (ESL) in entering and navigating the U.S. tax system in the Internal
Revenue Service Restructuring and Reform Act of 1998 (RRA 98).* Internal Revenue
Code section 7526 authorizes matching grants to low income taxpayer clinics that provide
tax education and outreach to ESL taxpayers as well as pro bono or nominal fee representa-
tion to low income taxpayers (including ESL) in tax controversies.*® The Low Income
Taxpayer Clinic (LITC) grant program was enacted following testimony before the
National Commission on Restructuring the Internal Revenue Service and both houses of
Congress.* The legislation makes no distinction about a taxpayer’s immigration status as
eligibility criteria for LITC assistance. Low Income Taxpayer Clinics have testified before
Congress about their activities, including those addressing tax problems of documented
and undocumented immigrant taxpayers.®* Clinics and Volunteer Income Tax Assistance
(VITA) programs play a vital role in distributing information about tax duties and rights
to foreign born and immigrant taxpayers.

Processing Delays and Problems

Taxpayers requesting ITINs experience hardships when ITIN processing is delayed. ITIN
applicants are subject to the same filing requirements and potential penalties as taxpayers
using SSNs. ITIN application processing may be delayed from six to eight weeks to 10
weeks or longer. The ITIN processing delay can in turn delay return processing, and can
inadvertently lead to the disallowance of credits for dependents.®

® Internal Revenue Service, Individual Taxpayer Identification Number (ITIN), National Task Force, Final Report,
September 11, 2002, p.12.

* pyb. L. No. 105-206 at 1171.

% As of the 2004 grant cycle, there are approximately 135 Low Income Taxpayer Clinics, with a clinic in all but
one state. Some clinics provide ESL outreach and education, and others provide both controversy representa-
tion and ESL outreach and education. For more information about the LITC program, see
http://www.irs.gov/advocate/index.html.

¥ Hearing on the Recommendations of the National Commission on Restructuring the IRS on Taxpayer
Protections and Rights, Subcommittee on Oversight of the House Committee on Ways and Means, 105th
Cong., 2nd Sess., September 26, 1997 (Testimony of Nina E. Olson, Executive Director, The Community Tax
Law Project, Richmond, VA).

% Testimony Before the Subcommittee on Oversight of the House Committee on Ways and Means, Hearing on
the Taxpayer Advocate Report and the Low-Income Taxpayer Clinic Program, 107th Congress, 2nd Sess., July
12, 2001.

* Interviews with Latin Americans For Social Economic Development/Accounting Aid Society, Detroit;
Midwest Tax Clinic, Center for Economic Progress, Chicago; and First Commercial Bank, Oklahoma, May
2003.
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The IRS has acknowledged that it does not have adequate staff to handle both Form 1040
returns and Form W-7 applications in a timely manner during the filing season, and that
application submissions are cyclical.” Form 1040 processing takes priority until filing
season ends, usually on June 1 of each year.® As of September 2003, 69 percent (848,627)
of applicants who submitted Forms W-7 in 2003 had received ITINs, while approximately
five percent (63,503) of the applications were held, suspended or not worked.* The rest,
approximately 25 percent (323,252), were rejected.”

Form W-7 states that ITIN processing takes four to six weeks and instructs applicants to
wait until the end of the six week period before inquiring about the status of their applica-
tions.” Unfortunately, the form refers applicants to the IRS’ general toll-free number (1-
800-829-1040) rather than a dedicated number at the Philadelphia campus, so ITIN
applicants may experience confusion and delay given the number of menu choices on
that line.

Once a taxpayer reaches the IRS, assistors can only determine the status of an application
if it has been input to the system. Thus, if the application has not yet entered the system
although it clearly was received, the assistor cannot help the taxpayer. Taxpayers are told
to resubmit their applications if more than eight weeks have passed and there is no record
of the Form W-7 in the system. However, the taxpayer may no longer possess the neces-
sary documentation (for example, certified copies) to accompany the form. These delays
and re-work increase the volume of W-7 applications sent to the campus for processing.
In contrast to IRS taxpayer assistance, the U.S. Army provides more specific instructions
to its troops by listing the IRS ITIN Customer Service Unit phone number and address,
allowing for better tracking and service.”

Another possible factor contributing to delays in the ITIN application process is the lack
of quality review of applications. An IRS study of the ITIN program found that IRS field

¥ Internal Revenue Service, Individual Taxpayer Identification Number (ITIN), National Task Force, Final Report,
September 11, 2002, p. 9.

* 1d.
% ITIN 4541, Philadelphia Campus report, September 6, 2003.

“OITINs may be rejected for a number of reasons, including (1) the taxpayer's name on the ITIN application
does not match the name shown on identification documents; (2) the taxpayer enters the name of the country
instead of an actual address in the “permanent address” box; (3) the taxpayer does not provide certified copies
of identification documents. All of these are understandable errors: (1) upon arriving in the United States,
many immigrants alter their names for simplicity, particularly those with hyphenated or multiple surnames; (2)
taxpayers no longer have a permanent address in their host country; and (3) taxpayers are wary of sending
original documents to the IRS and do not know how to obtain notarized or certified copies, or they must
travel to a distant location to obtain official copies.

“IRS Form W-7, Application for the IRS Individual Taxpayer Identification Number (Rev. December 2002).

2 Available at http://www.jagcnet.army.mil. Army troops may require ITINs for family members and military
spouses.
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assistance centers do not review the quality of Forms W-7 before sending them to
Philadelphia for processing.” Routine processing delays are exacerbated when the IRS
suspends or rejects applications because information is missing from a Form W-7, the
form is outdated, or the documentation does not validate the applicant’s identity or for-
eign status. If the Form W-7 is suspended, the IRS sends the individual a notice request-
ing the information by a certain date, then rejects the application if the taxpayer does not
respond on time.
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Form W-7 does not provide the taxpayer with a box to denote that he or she does not
speak or read English, nor does it permit the taxpayer to designate a power of attorney
that can receive information and communicate in English. IRS procedures state that if
the taxpayer files a Spanish Form W-7 (Form W-7 SP), all future correspondence should
be conducted in Spanish. In reality, however, the IRS sometimes sends English letters,
notices and other documents to these taxpayers, imposing an additional burden on those
who are trying to comply with the law.* Procedures established in IRS toll-free call sites
also complicate taxpayers’ attempts to seek assistance.®

Acceptance Agents and other organizations have reported they submitted many ITIN
applications months before filing season so that returns requiring ITINs could be filed on
time, but some individuals still did not receive ITINs until after the filing deadline.®

Low Income Taxpayer Clinic (LITC) directors have also complained to the Taxpayer
Advocate Service (TAS) about delays in processing ITIN applications. The LITC directors
“were concerned that individuals required to report would not be able to file timely.”"

During a recent focus group meeting, practitioners complained that “applications are
accepted or rejected depending on who is conducting the review in Philadelphia.”® For
example, if different employees review the Forms W-7 submitted by several members of a
single family, one employee may accept one application, while another employee may
suspend or reject the others for varying reasons.

“*® Internal Revenue Service, Individual Taxpayer Identification Number (ITIN), National Task Force, Final Report,
September 11, 2002, p. 10.

“** National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-2002), p. 88.

* IRS toll-free sites direct taxpayers to an over-the-phone interpreting service only if they speak Spanish and
advise those who speak other languages to obtain an interpreter and call back. While 53 percent of ITIN
applicants are from Mexico, there are six bilingual Spanish-speaking employees available to translate applica-
tions and documents among the 196 staffers assigned to customer contact related work at the campus that
processes Form W-7 applications. Source: Memorandum From Operations Manager, Accounts Management
Operations 3, Seattle Remote Site, Subject: Seattle Accounts Management (AM) FY 2004 Call Site Guidelines.

“® Filing Guidance for Taxpayers Waiting for ITINs, Email to Wage & Investment division SPEC, Stakeholder
Partnerships, Education & Communication, March 6, 2003.

" Interview with Low Income Taxpayer Clinic Director, May 2003.

“ ITIN Focus Group Interviews, Tax Forum, September 17, 2003.
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ITIN Program Improvements

The difficulty in obtaining assistance and the processing delays involved in receiving
ITINSs place a significant burden on individuals who are attempting to participate in the
tax system and comply with the law. To better serve this customer base, the IRS must
improve the following aspects of the ITIN program.

ITIN Application Procedures

In 2002, the IRS recommended that individuals who apply for ITINs be required to file
tax returns along with the ITIN application. In certain limited situations, taxpayers would
also be able to obtain an ITIN without simultaneously submitting a tax return, so long as
the taxpayer could demonstrate a tax administration purpose for issuing the ITIN. For
example, taxpayers who have opened interest-bearing bank accounts need to supply the
financial institution with a taxpayer identification number in order to avoid backup with-
holding on investment income. A taxpayer could be issued an ITIN if he or she attached
proof of the financial account to the Form W-7.

The proposals described above are intended to discourage unauthorized use of ITINSs (i.e.,
uses not associated with tax administration purposes). The National Taxpayer Advocate
supports this underlying purpose. The ITIN is not a universal identity document and
should only be issued in order to enable taxpayers to comply with their tax obligations.

The National Taxpayer Advocate is concerned, however, that these program changes will
place unnecessary administrative hurdles before taxpayers who are complying with the tax
laws, despite many practical barriers. As the IRS’ own data show, under current applica-
tion procedures, the vast majority of ITIN applicants are applying for and using ITINs for
tax administration purposes. Thus, the IRS has not demonstrated a sufficient need for
changing its current application procedures.

The absence of a tax administration or business case for change is particularly striking
when one considers the delays inherent in applying for an ITIN number during filing sea-
son. First, the taxpayer’s refund will likely be delayed for at least six to eight weeks due to
the volume of applications.” If any of the typical processing problems occur, the taxpay-
er’s refund will be further delayed. As a result, taxpayers will call or send follow-up corre-
spondence during filing season, just when the IRS is experiencing peak volume.®

* Interviews with Latin American For Social Economic Development/Accounting Aid Society, Detroit; Midwest
Tax Clinic Center for Economic Progress, Chicago; and First Commercial Bank, Oklahoma, May 2003.

%% The National Taxpayer Advocate notes that the ITIN proposal pushes processing into the filing season, where-
as the IRS case for its Earned Income Tax Credit precertification pilot is based in part on the premise that it is

SECTION
0 NE better to handle factual or document-intensive issues outside the press of the filing season.
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The proposed process changes increase the likelihood that problems will arise.”* If taxpay-
ers are required to submit Forms W-7 with individual income tax returns, the two forms
may become separated. The campus may send the return elsewhere for processing with a
temporary Taxpayer Identification Number (not an ITIN). Taxpayers may later be con-
fused about which number to use if the Form W-7 is processed later. The IRS might also
send the taxpayer a notice instructing him or her to file a Form W-7 with next year’s
return, although the previous Form W-7 is already somewhere at Philadelphia waiting to
be associated with a return.
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Finally, the proposed changes will seriously hamper the successful efforts of the IRS
Stakeholder Partnership, Education and Communication (SPEC) unit, the Taxpayer
Advocate Service, the Hispanic Internal Revenue Employee Association (HIRE), Low
Income Taxpayer Clinics, and other community groups to educate immigrant taxpayers
about their rights and responsibilities as U.S. taxpayers. Currently, these organizations
sponsor workshops, ITIN fairs, and outreach sessions throughout the United States, often
in advance of the filing season. Immigrant taxpayers can attend these sessions, learn
about the tax system and their filing obligations, and receive assistance in preparing their
ITIN applications. These initiatives are particularly successful because taxpayers are less
intimidated by hearing information from community partners than from the IRS. The
proposed processing changes will hamper, if not eliminate, this valuable partnership and
service. Thus, the IRS proposal is compounding, not improving, the problems associated
with ITIN processing.

Taxpayer Assistance Centers

The IRS Taxpayer Assistance Centers are responsible for reviewing Forms W-7,
Applications for Individual Taxpayer Identification Numbers, and their supporting docu-
mentation, and forwarding the information to the Philadelphia Campus for processing.
Employees in the TACs can also check the status of ITIN applications online and provide
this information to taxpayers. Former IRS Commissioner Charles Rossotti advised in a
memorandum to the Department of Treasury that “the growth in requests for Form W-7
assistance at IRS TACs is having a direct effect on the ability to provide tax law and
account service for other taxpayers in some parts of the country.” However, given the
characteristics of the ITIN taxpayer population, many ITIN filers benefit from the face-to-
face, personal assistance that the TACs offer.

*! While W& | currently has program responsibility for the ITIN program, SB/SE has responsibility for process-
ing ITINs. This disconnect between policy and operations is a source of confusion due to communication
problems across the cross-functional business operating division, lack of executive oversight over resources,
and competing priorities. Internal Revenue Service, Individual Taxpayer Indentification Number (ITIN)
National Task Force, Final Report, September 11, 2002, p. 9

52 Memorandum For General Counsel, Acting Assistant Secretary For Tax Policy, Assistant Secretary for Financial
Institutions, From: Charles O. Rossotti, Commissioner of Internal Revenue Service, Individual Taxpayer
Identification Numbers, August 12, 2002, p. 2
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At the same time, taxpayer assistance centers should provide better service to ITIN appli-
cants. TACs sometimes fail to spot missing information or supporting documentation on
applications, which delays the process later on. This situation would improve if the IRS
establishes quality measures for the accuracy of documents forwarded to Philadelphia.

The TACs must also establish clear and consistent guidelines for providing assistance in
completing Forms W-7. Some offices only accept Forms W-7s on certain days, requiring
applicants to go home and come back, often over long distances. Others offices will only
assist 25 individuals a day with Form W-7 applications. The TACs must provide better
communication about their hours of operation. If the TAC actions are established IRS
policy, it should be publicized broadly, particularly through stakeholder groups.

Certified Acceptance Agents

Certified Acceptance Agents may receive and review the identifying documentation and
submit the taxpayer’s Form W-7 and letter of certification to the IRS campus.® As of
November 2003, there were 653 Acceptance Agents: 576 in 36 states, the District of
Columbia and Guam, and 77 others in 12 foreign countries.® The Treasury Inspector
General for Tax Administration (TIGTA) identified the following problems regarding the
use of Acceptance Agents.”

¢ There is no active IRS recruiting or training program for Acceptance Agents.

There are no standard application forms or required background checks for
Acceptance Agents.

¢ The IRS has not established goals, objectives, success factors, performance meas-
ures and adequate managerial oversight for the Acceptance Agent program.

¢ The IRS does not inform Acceptance Agents in a uniform or timely manner about
changes to the program.

Clearly, the IRS could improve the accuracy of Form W-7 submissions and shorten delays
by promoting, strengthening, and increasing communication to educate taxpayers through
the Acceptance Agent program.

Returns with Mismatched ITINs and SSN
A “mismatch” return is an individual income tax return in which either:

(1) the taxpayer’s name and Social Security number entered on the tax return do not
match the information on record with the Social Security Administration, or

% Rev. Proc. 96-52, 1996 C.B. 372.
% “Acceptance Agent Program,” available at http://www.irs.gov/individuals.

Needed to Assure That Individual Taxpayer Identification Numbers Are Properly Issued, Reference # 2002-30-026,

SECTION % Treasury Inspector General for Tax Administration, Management oversight of the Acceptance Agent Program is
0 N E November 6, 2002.
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(2) the taxpayer identification number on the actual return form does not match the
taxpayer identification number on one or more attached tax information state-
ment, such as a Form W-2 (Wage and Tax Statement).

For purposes of assessing the tax due and triggering the statute of limitations period for
assessment, refund claims, and collections, a mismatch return is considered a return.
However, the return is not considered “processible” until the discrepancy between the tax-
payer identification numbers is resolved.*®
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Although some mismatches are easily resolved - for example, where two digits are inadver-
tently switched - others are more complex and may involve identity theft. Persons who
are in the United States without authorization to work may, in fact, be working.
Employers are required to obtain proof of any prospective employee’s identity and immi-
gration status before employing that person.” Undocumented workers may submit an
actual or fabricated SSN (and even identity) to a prospective employer. Thus, the work-
er’'s Form W-2 will reflect an incorrect SSN while his individual income tax return shows
his actual ITIN.

Any procedure designed to resolve the SSN/ITIN mismatch must not interfere with the
IRS’ duty to help taxpayers comply with the tax laws. However, the IRS must also be

concerned about those taxpayers whose SSNs are being unlawfully used. The IRS must
develop procedures that will protect victims of identity theft from having to spend years
proving to the IRS that they, in fact, did not earn the wages reported under their SSNs.

If the IRS requires a taxpayer who is working without legal authorization to submit an
amended Form W-2 showing the taxpayer’s ITIN, it is likely that the taxpayer will forego
any refund and simply move on to another employer or enter the cash economy. Under
this approach, then, the taxpayer does not fulfill his filing obligation and the victim of
identity theft is not protected.*®

A better approach, from the perspective of tax administration, would be to permit the tax-
payer himself or herself to submit a substitute information document (Form 4852,
Substitute for Form W-2, Wage and Tax Statement), listing the correct taxpayer identifica-
tion number accompanied by proof that the taxpayer is indeed the person who earned the
income shown on the form (e.g., a year-end paycheck stub). Upon receiving such proof,

% Appendix 1, Chief Counsel Opinion, UILC: 6109.00, SCANO-120953-02, June 13, 2002, Release Date
August 16, 2002.

%" U.S. Citizenship and Immigration Services, Form 1-9, Employment Eligibility Verification. All U.S. employers
are responsible for completion and retention of Form 1-9 for each individual they hire for employment in the
United States. This includes citizens and noncitizens. On the form, the employer must verify the employment
eligibility and identity documents presented by the employee and record the document information on the
Form 1-9.

% The wages or other income reported under the victim’s SSN will be traced to the victim via the IRS’ automat-
ed underreporter (AUR) program. The victim will then have to spend hours of his or her own time - or pay a
representative - to correct the IRS’ record in order not to pay tax on income he or she did not earn.
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the IRS can continue to process the return and issue any refund due. The IRS can also
“fence off” the wages or other income from being attributed to the victim of identity
theft.®

IRS data, however, does not indicate that taxpayers who file returns with an SSN/ITIN
mismatch are reporting wages that they did not earn. The requirement that taxpayers
attach a pay stub or similar documentation to their returns actually may discourage those
taxpayers who are paid in cash from filing. Thus, the IRS has not shown a tax administra-
tion purpose for imposing an additional burden on this group of taxpayers.*® The U.S.
Census Bureau estimates there are seven million undocumented workers in the United
States.®* Since the IRS has not yet brought all of these workers into the tax system, it is
incumbent on the tax administrator to remove barriers to filing rather than impose new
ones.

Confidentiality of Tax Return Information

Nowhere is the importance of the confidentiality protections of tax return information
under IRC section 6103 more apparent than with the taxpayer population using ITINs.
Many of these taxpayers are residing and/or working in the United States in violation of
immigration laws. The IRS’ ITIN databank is understandably of interest to other federal
agencies charged with enforcing the immigration laws and protecting national security.

Low Income Taxpayer Clinics and community service providers uniformly report that
undocumented workers have a strong incentive to file tax returns because filing may be
considered evidence of good moral character for immigration purposes.” Yet these tax-
payers also express concern that by filing a tax return with an ITIN, the taxpayer will
enable the IRS to share that information with immigration authorities. This concern acts
as a deterrent to filing by this population. Confidentiality of ITIN information, then, is
critical to encouraging undocumented taxpayers to file tax returns.

Even limited access to ITIN-holder’s tax return information, beyond what Section 6103
currently permits, undermines the IRS’ ability to fulfill its mission - helping taxpayers
meet their tax obligations. In order for taxpayers to feel comfortable with voluntarily

% The taxpayer should also be required to submit the original Form W-2 along with the substitute W-2 so that
the IRS can protect the actual “owner” of the SSN.

0 At present, tax returns with SSN/ITIN mismatches cannot be filed electronically. It is not clear if, after the
mismatch has been resolved - that is, where the ITIN shows on the substitute wage document as well as the
actual return - the return could be electronically filed at that time. At any rate, the inability to file these
returns electronically results in these taxpayers being denied return preparation assistance at IRS Taxpayer
Assistance Centers (TACs), since the TACs only prepare returns that can be filed electronically.

51 Based on the 2000 census and its own statistics, the Immigration and Naturalization Service (now the BCIS)
reported that roughly seven million immigrants were living illegally in the United States as of January 2000.

% Immigration and Nationality Act sec 240A, 8 U.S.C. sec 1229b(b) (Supp. I11 1997). For a general discussion of
the tax problems of immigrant taxpayers, see Saulk Faroogl and Fitzgerald Lewis, Immigration And Tax Law:

SECTION
0NE A Curious Intersection, The Community Tax Law Report, Vol. 5 No. 2 Fall/Winter ( 2001).
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reporting income and paying tax, they must have an expectation that, absent another
agency showing a compelling need for a particular taxpayer’s tax return information, the
IRS will vigorously protect that information.®

IRS COMMENTS

We recognize the difficult issues raised by the ITIN Program and the challenge of proper-
ly and thoroughly attending to them. As noted in your report, based on the proportion
of ITINs that have been used for tax purposes relative to the overall number of ITINs
that have been issued, a majority of ITIN holders are compliant with tax laws. However,
there are still significant issues that must be addressed to ensure that ITINs are issued and
used for tax purposes and innocent taxpayers are not adversely affected by other persons
using their Social Security numbers.
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The Service has concluded that most resident aliens who hold ITINs and who report and
pay tax from wage income are not legally employed in the United States. This is because
such a taxpayer would have a valid SSN if the holder were legally employed in the United
States, making procurement of an ITIN unnecessary and duplicative. The Service believes
that most ITIN holders whose wages are reflected on valid Forms W-2 furnished to the
Service are using stolen or fabricated SSNs, because employers are prohibited from
employing individuals who lack an SSN and employers use the SSN provided by such
employees in reporting Form W-2 information. The Service also believes that a substan-
tial number of the ITINs issued have subsequently not been used for tax reporting and
payment. It is widely believed that some ITINs are procured for the purpose of creating
an identity, such as for the procurement of a driver’s license. Because of this possibility,
the Service has actively worked to make states aware of the limitations of ITINs and their
unsuitability for determining identity, such as for the purpose of granting a drivers license.
The Service is also fully sensitive to the possible dangers that can arise from the misuse of
ITINSs for the purpose of creating an identity, including the possible threat to national
security.

Despite the distinctly undesirable behaviors actually or potentially associated with ITINS,
the Service remains legally responsible for enforcement of the nation’s tax laws with
respect to ITIN holders. This includes the responsibility to assess and impose tax on
ITIN holders irrespective of the circumstances of their employment or the possibility that
ITIN applicants may be solely or collaterally seeking the procurement of an ITIN to
establish an identity for non-tax purposes, and to pay refunds to ITIN holders in cases in
which a refund is otherwise due.

% For a more detailed discussion and analysis of confidentiality, IRC § 6103, and various proposals for sharing
ITIN information, see part 2 herein.

2003 ANNUAL REPORT o TAXKPAYER ADVOCATE SERVICE 77



Table of Contents

MOST SERIOUS PROBLEM: INDIVIDUAL TAXPAYER IDENTIFICATION TOPIC #5

NUMBER (ITIN) PROGRAM & APPLICATION PROCESS

We have implemented fundamental improvements to the ITIN program this year and
believe these enhancements represent an appropriate balance to resolve ITIN program
deficiencies without unduly burdening either taxpayers or the tax system. We will evalu-
ate these changes during the 2004 filing season and consider additional enhancements to
the program in the future. Effective December 17, 2003, the IRS has implemented the
following:

1. All new ITIN applicants must show a tax purpose for seeking the ITIN. In most
cases, this will require attaching a tax return to the Form W-7, Application for IRS
Individual Taxpayer Identification Number. We will no longer accept applications
from individuals stating that they need an ITIN to file a return without proof that
the applicant needs the number to file a return. Of all ITINs issued, approximate-
ly 15 percent of applicants have applied for an ITIN for a purpose other than filing
an income tax return, such as to take advantage of a tax treaty or for other speci-
fied purposes. As before, applicants who are not required to pay income tax or to
file a tax return will continue to be able to apply for an ITIN at any time through-
out the year, subject to new requirements for furnishing documentary support for
their need for an ITIN for tax purposes.
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2. The number of documents the Service will accept as proof of identity to obtain an
ITIN has been reduced from 40 to 13. The 13 acceptable documents are listed in
the instructions for the revised Form W-7.

3. The appearance of the ITIN has been changed from a card to an authorization let-
ter to avoid any possible similarities with a Social Security number card.

Your report raises several issues and concerns. IRS’ comments regarding these concerns
follow.

Processing Delays and Problems

We acknowledge that there have been delays in processing ITIN applications, which can,
in turn, lead to other problems, such as delays in return processing. Certain factors may
contribute to the likelihood that an applicant will experience a delay in the processing
time of his or her Form W-7. Staffing constraints at the Philadelphia Submission
Processing Center, where all applications for ITINs are processed, have led to delays. In
addition, a significant number of ITIN applications we receive do not include adequate
documentation. This requires the IRS to correspond with the applicant in order to
resolve the documentation issue and adds more time to the processing of an application.
Computer system problems during the last year caused further delays.

SECTION
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We are addressing ITIN application processing delays and problems. Ve are increasing
staffing in the Philadelphia ITIN unit to ensure that ITIN applications accompanied by a
tax return will be processed in two weeks’ time. This will also provide timely processing
of the ITIN applicant’s tax return and furthers the IRS’ overarching priority to process
returns timely. In addition, Philadelphia will transship tax returns (other than those
attached to a Form W-7) to another campus site for processing, when warranted, rather
than divert resources from processing ITIN applications. Taxpayer Assistance Centers
(TACs) will continue to accept ITIN applications, verifying the documentation and for-
warding the applications with returns attached to Philadelphia. ITIN applications accept-
ed by TACs require substantially less resources to process for Philadelphia. This will also
reduce processing delays.
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Your report notes that Acceptance Agents have reported delays in IRS processing of
Forms W-7. There were delays with applications submitted by Acceptance Agents during
2003 because of changes made to the Form W-7 and its accompanying instructions in
December 2002. Even though the form was changed in December 2002, the Service
delayed the mandatory use of the new form until after April 15, 2003, in order to mini-
mize the impact of the form’s new requirements. \We provided information alerts to all
Acceptance Agents concerning the changes made to the Form W-7, and posted bulletins
on the Service’s Internet site, www.irs.gov. In spite of our attempts to mitigate confusion
concerning the requirement to use the new Form W-7 after April 15, 2003, the continued
use of obsolete forms and the failure to provide required documentation after that date
required the IRS to reject a large number of applications. The Philadelphia Submission
Processing Center worked with the Acceptance Agents to resolve these problems on a
case-by-case basis to minimize any adverse impact on their clients.

Your report also identifies concerns among practitioners that acceptance or rejection of an
ITIN application may depend upon the reviewer to whom the application is assigned at
the Philadelphia Submission Processing Center. IRS acknowledges that there are situa-
tions, as with any large volume of work, when decisions on applications are affected by
the performance of individual employees. There are well over one million W-7 applica-
tions processed each year. Prior to the changes we have now implemented, over 40 docu-
ments were acceptable to allow an applicant to establish identity and foreign status, with
variations in format, content, and language, depending on the country of origin. These
variables can lead individuals to reach different determinations on the validity of docu-
ments in different cases. However, we expect the reduction in the number of allowable
documents (from 40 to 13), combined with additional training planned for this filing sea-
son, to improve the ITIN application process and lead to more consistent results.
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Moreover, an independent unit will review a sample of each employee’s work weekly.
Employees that do not meet a 90 percent accuracy standard are documented and correc-
tive actions are taken.

Your report takes issue with IRS directing ITIN-related questions to its general toll-free
telephone number. As with most tax-related questions directed to the toll-free number,
IRS does not know what information customers may need when they pick up a Form
W-7. They may have a general question about completing the form, a question about a
pending application, or a more technical question concerning international tax issues.
Furthermore, it is our experience that customers often use the general toll-free number
even in situations where IRS has established “specialty” numbers, such as for responding
to tax questions related to the September 11 terrorist attacks, since this general toll-free
number is published in telephone directories and most tax publications and instructions.

As with all taxpayers, those with inquiries concerning ITINs are required to navigate the
IRS toll-free menu choices, and, as with all taxpayers, a caller with an ITIN inquiry will
reach an assistor-speaking either English or Spanish, as may be necessary-who has the
tools to answer the caller’s specific questions. Systems are in place to efficiently transfer
Spanish-speaking customers to a Spanish-speaking employee. We have found this to be a
more effective method for serving ITIN customers than attempting to respond to such
calls in the Philadelphia ITIN unit, whose primary mission is timely processing of ITIN
applications.

IRS acknowledges that it is an error when English notices are sent to applicants that apply
for an ITIN using the Spanish version of the application, Form W-7SP. However, these
situations are inadvertent and, we believe, rare.

ITIN Program Improvements

ITIN Application Procedures. We have outlined above changes we have implemented to
the ITIN Program, including changes to the ITIN application procedures. These changes
were implemented to better regulate the issuance of ITINs and will assist in ensuring they
are used for the purpose for which they were created, tax administration. The Service is
fully sensitive to the possible dangers that can arise from the misuse of ITINs for purpos-
es of creating an identity, including the possible threat to national security. This is one of
many factors that we considered in implementing changes to the application procedures.

New procedures affecting the filing of tax returns create a risk for problems arising during
the filing season, including potential refund delays. We have taken steps, described
above, to mitigate this risk and will be evaluating these changes during the filing season.
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If needed, will make changes or take additional actions to assure timely processing of
ITIN applications.

We have instituted procedures and will have trained employees to ensure that Forms W-7
remain together with any attached return, until the ITIN is assigned. In addition, IRS has
procedures to ensure any Forms W-7, with or without any attached returns, which are
received in other campuses will be promptly forwarded to Philadelphia for processing. All
taxpayer communications and forms/instructions include specific reminders to taxpayers
applying for an ITIN to follow the instructions in the Form W-7 directing them to mail
the ITIN application and attached return to the Philadelphia Submission Processing
Center.
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Your report documents your concern that changes to ITIN Program administration and
application procedures will hinder outreach efforts to educate immigrants about their
rights and responsibilities as United States taxpayers. IRS’ Stakeholder Partnership,
Education and Communications (SPEC) unit employees, partners, and volunteers will
continue to conduct outreach sessions geared toward educating the public on the uses and
application of an ITIN. At outreach sessions we will continue to provide assistance in
completion of Forms W-7. SPEC products used for ITIN education are available in
English and in Spanish translation. In addition, SPEC relies on partners that serve other
Limited English Proficiency taxpayer groups to communicate ITIN application procedures
and requirements in languages for which there are no IRS printed documents. SPEC vol-
unteer tax preparation sites will provide assistance with completion of a tax return that
can be submitted with the Form W-7 application. In addition, SPEC partners will sup-
port VITA sites with direct W-7 application assistance. While there may be a decline in
the number of applicants for ITINs at IRS outreach sessions due to the new requirements,
the changes will not hinder the educational efforts and impact of IRS partners and volun-
teers within the community.

Taxpayer Assistance Centers. The Service agrees that many ITIN filers benefit from the
fact-to-face personal assistance that TACs offer. TACs will continue to provide such assis-
tance for ITIN applicants. IRS expects that the reduction in the number of identification
documents accepted from ITIN applicants will allow TAC employees to provide better
and more consistent service to applicants. In addition, the effect of the changes in ITIN
application procedures will substantially improve the quality of the applications that are
forwarded to Philadelphia from the TACs and will thus decrease further communications
that would otherwise delay approval of the application. It is also important to point out
that the quality of the applications received from TACs is much higher than those
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received either from Acceptance Agents or those submitted directly to Philadelphia from
the applicants. Other factors also ensure continued quality assistance to ITIN applicants
at TACS. For example, group managers conduct sample reviews of Forms W-7 when
reviewing employees, and “Embedded Quality” will be implemented in TACs in May
2004, thus increasing the number of Forms W-7 being reviewed.

With regard to your statement that TACs should establish clear and consistent guidelines
for providing assistance in completing Forms W-7, we note that the demand for assistance
from ITIN applicants varies greatly geographically. In order to provide assistance to all
taxpayers, who may have issues such as payments, tax law questions, or account problems
in addition to ITIN questions, TAC sites must have the flexibility to address the demand
based on available staffing and space resources. TACs have made use of several possible
options to ensure that all taxpayers are able to receive assistance, including working ITIN
applications on certain days, using appointments, and limiting the number of ITIN appli-
cants assisted each day.

Certified Acceptance Agent. e agree that the Acceptance Agent program needs to be
improved and expanded, as set forth in the IRS response to the TIGTA report cited in
your report. These changes are planned for FY 2004. The program has been expanding;
there are currently over 1,300 “certifying” acceptance agents, an increase of approximately
17 percent since January 2003. Also please note that the Acceptance Agents listed on the
irs.gov Internet site represent only about 50 percent of all Acceptance Agents. Those that
offer their services only to their clients (as opposed to offering them to the general public)
are not listed, including educational institutions, military installations, gambling associa-
tions, and investment companies.

Returns with Mismatched ITIN and SSN. The IRS is considering a number of potential
actions to address issues arising from returns filed with an ITIN, and having supporting
documentation showing an SSN. One such program whose merits we are considering is a
taxpayer identification number (TIN) validation system for use by employers. TIN valida-
tion would allow employers to verify the name/TIN combination provided by a prospec-
tive or current employee against the Service’s records. Such a system is technologically
feasible, would provide benefits to tax administration, and would address some of the
issues with respect to the use of stolen or fabricated SSNs by resident aliens. However,
disclosure of the existence of a mismatch to an employer would be inconsistent with the
statute ensuring confidentiality of taxpayer information, Section 6103 of the Code.
Legislation currently under consideration in the Senate would provide the explicit author-
ity necessary to overcome the general prohibition, allowing the Service to disclose mis-
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matches to employers. The provision is Section 413 of the Tax Administration Good
Government Act, S. 882. We believe that TIN validation could be an important tool in
discouraging and resolving mismatches. Absent specific authority, though, we are unable
to implement a TIN validation system for use by employers.

Confidentiality of Tax Return Information. The IRS is prohibited under Internal
Revenue Code section 6103 from sharing information provided to it on a Form W-7 or
any other tax information with other agencies, with few exceptions. Thus a legislative
change to Section 6103 would be required before the Service could share such informa-
tion. Moreover, the Department of the Treasury’s position on legislative changes to
Section 6103 is that “additional exceptions to the confidentiality of taxpayer information
under section 6103 should be granted in rare circumstances and only where the requesting
agency can demonstrate, using established criteria, a need for the information that clearly
outweighs taxpayer privacy interests and concerns about the effect on voluntary tax com-
pliance.” (See Department of the Treasury’s October 2000 Report to the Congress on
Scope and Use of Taxpayer Confidentiality and Disclosure Provisions.)
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Lastly, the Service wants to acknowledge the assistance the National Taxpayer Advocate
provided in framing issues arising from the Service’s use of ITINs, and in considering pos-
sible responses to the challenges that ITINs present to tax administration. As a result of
her assistance, the actions recently implemented by the Service strike a better balance
between the potential benefits of these changes and their costs to the tax system, includ-
ing the indirect costs that arise from discouraging participating in the tax system.

TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate commends the IRS for its approach to the difficult problems that
ITINSs pose for tax administration. She believes that the current procedures are a legitimate attempt
to “strike a better balance” between many competing objectives. Perhaps the most important result of
these changes is the clear message to taxpayers and others that ITINs are not, in fact, identity docu-
ments and that their issuance is dependent on a demonstrated tax administration purpose.

These procedures are not without flaws, however, and the IRS is likely to experience any number of
administrative glitches. Nevertheless, we are pleased with the IRS’ efforts to ensure that ITIN appli-
cations submitted with returns attached are timely processed within two weeks. \We are also pleased
that the IRS has established high quality standards for ITIN processing.

The Taxpayer Advocate Service applauds the IRS for confirming its commitment to TAC assistance
and to support LITCs, VITA and TCE sites that either assist in preparation of ITIN applications or
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have taxpayer/clients who require such assistance. The National Taxpayer Advocate recommends
that where TACs, due to resource or time management constraints, establish parameters for ITIN
assistance, such parameters should be well-advertised, both on the local TAC phone line and in out-
reach materials. Further, if taxpayers show up for ITIN assistance outside of those timeframes, the
TAC should advise the taxpayer of (and also post) alternatives for obtaining assistance, including a
list of local acceptance agents, and LITCs and VITA sites that assist in Form W-7 preparation.

In its response, the IRS acknowledges that,
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“... there are still significant issues that must be addressed to ensure that ITINs are issued
and used for tax purposes and innocent taxpayers are not adversely affected by other per-
sons using their Social Security Numbers.

... The Service believes that most ITIN holders whose wages are reflected on valid Forms
W-2 furnished to the Service are using stolen or fabricated SSNs, because employers are
prohibited from employing individuals who lack an SSN and employers use the SSN pro-
vided by such employees in reporting Form W-2 information.”

The use of stolen SSNs for tax purposes creates serious problems for the victims of this identity theft.
Innocent taxpayers are subject to audit on wages and other income that is not theirs. While we are
pleased that the IRS has identified and highlighted the tax consequences of SSN identity theft, we are
concerned that the IRS has not described any plans for devising a method to prevent these taxpayers,
who are the victims of identity theft, from being audited needlessly. The National Taxpayer Advocate
strongly recommends that, to achieve balance in tax administration, the IRS make such a program a
priority. For example, when a tax return is submitted under an ITIN and wages on the return are
reported on a Form W-2 under an SSN, the IRS has enough information to suspect that the wages
were earned by the ITIN holder and not by the SSN holder. Yet the IRS currently lacks the ability to
act on this information. Under existing IRS procedures, the SSN holder would receive a notice stat-
ing that he had under-reported income and therefore owed tax, interest, and possibly penalties. The
SSN holder would then have to prove that the wages in issue were not his. The IRS should develop
the capability to associate the receipt of a return reflecting an ITIN/SSN mismatch with the tax
record of the true SSN holder to prevent the issuance of unwarranted notices or, at a minimum, to
make the fact of the mismatch accessible to IRS personnel who would be dealing with the SSN holder.
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The National Taxpayer Advocate is concerned about certain aspects of the Service’s proposed TIN
validation program. It is true that this program would generate tax administration benefits by reduc-
ing the number of mismatched information return documents. Current legislative proposals limit the
release of information under this program to a third party — be it employer or financial institution —
to a “match/non-match” acknowledgement.*

The procedure as proposed, however, is not without risk. First, a non-match acknowledgement may
cause employers to not hire persons, without giving them the opportunity to cure the defect. This can
be particularly problematic for divorced women and persons with hyphenated and compound sur-
names.
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Second, it is very likely that by reporting a non-match to employers, taxpayers who are working in the
U.S. without proper immigration authorization will not cease working or stop using the incorrect
TIN. They will simply move to the cash economy, with all its attendant problems for tax administra-
tion. That result will not improve tax administration, nor will it protect the victims of identity theft.

Third, and most important, there is strong empirical evidence from a test conducted by the Social
Security Administration that requesting corrections of mismatches from employers is not effective. To
the contrary, the Social Security Administration found that contacts with the taxpayer himself or her-
self is the most effective approach.

Thus, the National Taxpayer Advocate recommends that the TIN validation program be tested first
as a pilot to determine whether the error resolution rate (a tax administration benefit) outweighs the
impact to taxpayer privacy and other aspects of tax compliance. As part of this test, the IRS should
conduct two samples. In one sample, the fact of match/mismatch acknowledgement should be sent to
the employer or financial institution; in the second sample, the match/mismatch acknowledgement
would be sent to the taxpayer. Armed with the results of this pilot, Congress can determine if it is nec-
essary to amend IRC § 6103, and if it is, how best to do so while protecting the taxpayer’s privacy
interests.*

Finally, the National Taxpayer Advocate must again point out, as the IRS acknowledges, that ITIN
procedures, however efficient they appear at first blush, must be carefully tested in order to avoid nega-
tive impacts on tax compliance. Moreover, Congress and the IRS must be watchful to not allow the
IRS to be drawn into the routine enforcement of immigration laws. As the IRS notes, the Service
“remains legally responsible for enforcement of the nation’s tax laws with respect to ITIN holders.

65822, 108th Congress, § 413 (2003).

% For an in-depth discussion and recommendations regarding IRC § 6103 and confidentiality and disclosure of
returns and return information, see the Key Legislative Recommendation, part 2 infra.
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This includes the responsibility to assess and impose tax on ITIN holders irrespective of the circum-
stances of their employment . . . and to pay refunds to ITIN holders in cases in which a refund is oth-
erwise due.” ®

The National Taxpayer Advocate commends the IRS for dealing with the ITIN program’s many dif-
ficult policy and administrative issues in an open-minded and flexible manner. She looks forward to
continuing to work with the Service as it implements and improves the ITIN program.
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SECTION
0 NE % The 1,080,973 TY 2001 returns with ITINs as a primary or secondary TIN reported $3,392,053,749 in net taxes

due and $214,261,788 in refunds. Source: IRS Wage and Investment Division Research, October 19, 2003.
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PROBLEM
TOPIC #6 MOST SERIOUS PROBLEM: COMBINATION LETTER

RESPONSIBLE OFFICIALS

Henry O. Lamar, Commissioner, Wage and Investment Division
Dale Hart, Commissioner, Small Business/Self-Employed Division

DEFINITION OF THE PROBLEM

The Internal Revenue Service’s correspondence examination units have merged two dis-
tinct audit letters, the initial contact letter and the 30-day letter, which includes the pre-
liminary audit report and grants appeal rights, into one “combination letter.” This
combined letter is intended to shorten the time required for correspondence examinations
and maximize employee resources. However, combining the two distinct audit letters sig-
nificantly compresses the time given the taxpayer to respond and submit documentation
and reduces the likelihood that the taxpayer will respond.
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The combination letter requires the taxpayer to request an administrative Appeals hearing
at the same time he or she is submitting information to the examination unit. Taxpayers
may file a “protective” appeals request when the issue could be resolved during the exami-
nation if additional time were allowed. Similarly, the IRS also incurs a burden when
Examination, Appeals, and Counsel personnel must address unresolved examination
issues, either in audit reconsiderations or in litigation. These downstream expenditures
lessen the employee resource benefits realized by the correspondence examination units.

ANALYSIS OF THE PROBLEM

The Combination Letter

In 1999, the IRS began using a combination letter (Combo Letter) in the correspondence
examinations conducted on IRS campuses, replacing two separate letters that were previ-
ously issued at different times. The combination letter is the combination of the Initial
Contact Letter and the 30-Day Letter. The 30-Day letter contains the preliminary audit
report, reflecting the tax that will be due if the taxpayer fails to corroborate the issue.

Prior to use of the Combo Letter, the IRS first sent the Initial Contact Letter, which
informed the taxpayer of the correspondence examination, stated the specific items under
examination, and asked the taxpayer for documentation to verify the amounts on the tax
return for the items being examined. The taxpayer was given 30 days from the date of the
letter to provide the requested information.

At the end of the 30-day period, the 30-Day Letter was issued. It contained the prelimi-
nary audit report, showing the tax that would be due if the items under examination were
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not substantiated, and included information on the taxpayer’s appeal rights. The taxpayer
was given 30 days from the date of the letter to respond with additional documentation
and/or request an Appeals conference. If the taxpayer responded to the 30-day letter with
insufficient documentation, a letter requesting additional information (and also including
the audit report) was mailed to the taxpayer, giving him or her an additional 15 days to
respond.

If the taxpayer did not request an Appeals conference by the end of this second 30-day
period, the Statutory Notice of Deficiency (commonly called the 90-Day Letter) was
issued, requiring the taxpayer to file a petition with the United States Tax Court if he or
she wished to litigate the adjustments before assessment and payment. Thus, the taxpayer
had 60 days or more from the initial contact letter to the issuance of the 90-Day Letter, to
work with the examiner to determine the correct amount of tax.

With the advent of the combo letter, which merges the initial contact letter and the 30-
day letter into one, the taxpayer is given only 30 days to accomplish the same set of
requirements. However, as before, the IRS will send the taxpayer another letter giving an
additional 15 days to respond if he or she responded to the combo letter with insufficient
information. The differences between how the IRS conducted correspondence examina-
tions before and after the “combo letter” was instituted are illustrated in Table 1.6.1.

MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS
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TABLE 1.6.1, PRE/POST COMBO LETTER PROCESSING

IRS Contact Pre-1999 procedures Post-1999 procedures
Letter 556 — Initial Contact Letter 566B - Combo Letter
Letter. Notifies the taxpayer of - Notifies the taxpayer of the
the examination and requests examination and appeal rights and -
1st Contact from IRS | o1 . iation of the items in question. | requests substantiation of the items >
Provides 30 days to respond. in question. Provides 30 days to E
respond. E
Letter 525 - 30-day Response Letter Letter 692 (SC/GC)- Revised
— Issued if no response or insufficient Report/Additional Information
response is received from the taxpayer. | Letter — Issued if insufficient
2nd Contact from IRS | Notifies taxpayer of appeal rights response received from the taxpayer.
and includes a document request for Allows taxpayer to submit additional
additional proof. Provides 30 days to information. Provides 15 days to
respond. respond.
Letter 692 — Revised Report/ Notice of Deficiency — the legal
Additional Information Letter document providing notice of the
— Issued after Letter 525 if insufficient | proposed deficiency and instructions
response is received from taxpayer to for petitioning the United States Tax
allow taxpayer to provide additional Court. Issued if no response to the
3td Contact from IRS information. Provides 15 days to Combo Letter is received (including
respond. a request for Appeals conference) or
issued after Letter 692 response is
not sufficient. Also known as the
90-day letter.
Notice of Deficiency — the legal The taxpayer has cither petitioned
document providing notice of the the Tax Court or the case has been
proposed deficiency and instructions moved to the IRS collection division
for petitioning the United States Tax to collect the funds owed per the
4th Contact from IRS | Court. Issued if no response to Letter additional assessment.
525 is received (including a request
for Appeals conference) or issued after
Letter 692 response is not sufficient.
Also known as the 90-day letter.

The combo letter affects a significant number of taxpayers. In fiscal year (FY) 2001,

Correspondence Examination units on IRS campuses conducted 401,448 Earned Income
Tax Credit (EITC) examinations, 9,624 nonfiler examinations, and 129,830 other examina-

tions for a total of 540,902 examinations." All were processed through the Report

! Treasury Inspector General for Tax Administration, Trends in Compliance Activities Through Fiscal Year 2002,
Reference # 2003-30-078, March 2003, p. 37.
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MOST SERIOUS PROBLEM: COMBINATION LETTER TOPIC #6

Generation Software (RGS) system, which was designed to process audit cases systemically
and efficiently.” RGS automatically generates the “combo” letter with its attachments, giv-
ing the taxpayer 30 days in which to respond, and the statutory notice of deficiency, if
one is required. The attachments to the combo letter include:

¢ Form 4549, Income Tax Examination Changes, showing the tax computation and
items adjusted,

¢ Form 886, Explanation of Items, giving the list of supporting documents the tax-
payer is requested to provide for substantiation of the adjusted items, and

¢ Publication 3498, The Examination Process, which includes information on the
audit process and the appeal rights available to the taxpayer.

The result of the letter is that taxpayers must, within 30 days:

¢ Gather and mail or fax the requested substantiation for disallowed items to the
Campus Examination unit;

¢ Await notification that the submitted documents are acceptable or a denial if the
supporting documents are not acceptable;

¢ If not acceptable, request a conference with the Appeals Division; and

Obtain professional assistance if help is needed to navigate through the examina-
tion process.

Taxpayers may find that 30 days is insufficient to obtain documents such as birth certifi-
cates, marriage licenses, Social Security cards, school records, and other requested items.
Taxpayers who have limited proficiency in English or who otherwise do not understand
what is being requested must take the additional step of obtaining help from friends, rela-
tives, or tax professionals. Thus, the 30-day period creates a significant hardship for many
taxpayers.

In addition, if the taxpayer has not received notice from the examining unit that the sub-
mitted documentation was not accepted, he or she might let the 30-day period lapse with-
out knowing an appeal may be necessary. This uncertainty leads many taxpayers to file
“protective” appeals requests, either simultaneously with or instead of submitting informa-
tion to Examination.

The notice of deficiency is a legal document that is issued automatically if the taxpayer
does not respond to the combo letter, or if the taxpayer and the examiner cannot agree
on the proposed adjustments and the taxpayer does not request an appeals conference.

While the IRS does not issue the notice for at least 60 days after it sends the combo let-

SECTION
0NE ? Internal Revenue Manual (IRM) 4.19.1.4.10 (2).
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Table of Contents

6MOST SERIOUS PROBLEM: COMBINATION LETTER ToPIc#6 PROBLEMS

ter, the taxpayer is told in the combo letter that he or she has only 30 days to respond.’
Based on this IRS statement, if the taxpayer cannot obtain or locate documents within 30
days, he or she may assume it is too late to respond. The taxpayer may also be confused
about whether information should be sent to Examination or held for an Appeals confer-
ence and may not understand when to request an Appeals conference.

The taxpayer will receive a notice of deficiency if he or she does not request an Appeals
conference. After the notice is issued, the taxpayer has 90 days to petition the Tax Court
to hear the case.” If he or she does not file a petition, the IRS assesses whatever tax,
penalties, and interest are due.
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When a case is petitioned to the Tax Court, it places a further burden on both the taxpay-
er and the IRS because of the additional time and expense required to resolve the matter
in court. The cost to the taxpayer of filing a petition is $60.00, although the fee may be
waived for those who are unable to pay.° The taxpayer may also choose to be represented
in court by counsel, thus incurring additional fees for an attorney or other representative.

The litigation costs to the government are substantial. The Appeals Division will be
involved in attempting to settle the case before trial if the taxpayer has not previously had
an Appeals conference. If a settlement cannot be reached, then attorneys in the Office of
Chief Counsel must prepare the case for trial in the Tax Court.

Appeal Rights

Letter 566B, the current 30-day combo letter, contains two references to the appeals
process. The first reference states, “We will review what you send us and contact you as
soon as possible. If you still disagree with our findings after we review your response and
any additional information you provide, you have the right to file an administrative
appeal as explained in the enclosed Publication 3498, The Examination Process.” The sec-
ond reference states, “Publication 3498 discusses your rights as a taxpayer and includes
general rules and procedures during and following the examination process. It also
explains appeals and payment procedures and outlines ways we can assist you.”

Letter 566 B-EZ(SC)° contains only one reference to the appeals process: “After we review
what you’ve sent us, we will contact you with the results. If you still disagree with our
findings, you have the right to file an administrative appeal as explained in the enclosed
Publication 3498, The Examination Process.”

* IRM 4.19.1.4.4(4). I no reply, purge file on the 45th day for tax examiner preparation of proposed report. If
contact letter (566B-EZ, 525, etc.) included report, purge file on the 60th day for preparation of Statutory
Notice of Deficiency.

*IRS § 6213(a). A petitioner who is outside the United States at the time the Notice of Deficiency is mailed has
150 days to file a petition with the Tax Court. Once the Notice of Deficiency is issued, the taxpayer may still
request an Appeals conference, but the 90 day period to petition the Tax Court will continue to run.

® Tax Court Rule 20(b).See http://www.ustaxcourt.gov.

® Letter 566 B-EZ (SC), Simplified Service Center 30 ICL/30 Day Combo Letter, is a simplified letter sometimes
used in place of Letter 566 B.
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MOST SERIOUS PROBLEM: COMBINATION LETTER TOPIC #6

Publication 3498, which provides guidance on how to appeal examination decisions,
accompanies the combo letter. However, neither the letter nor the publication adequately
covers the specific steps necessary to request an appeal. Nor do they clearly state that the
timeframe, the 30-day period for requesting an appeal, began when the taxpayer received
the combo letter. If for any reason the taxpayer does not understand the requirements, he
or she may lose the opportunity for an administrative Appeals hearing before issuance of
a notice of deficiency.

The Internal Revenue Service Restructuring and Reform Act of 1998 states: “The
Secretary of the Treasury or the Secretary’s Delegate shall . . .. include with any first letter
of proposed deficiency which allows the taxpayer an opportunity for administrative review
in the Internal Revenue Service Office of Appeals an explanation of the entire process
from examination through collection with respect to such proposed deficiency, including
the assistance available to the taxpayer from the National Taxpayer Advocate at various
points in the process.”” Treasury Regulations, which outline how the IRS will implement
the law, includes the following: “An oral request is sufficient to obtain Appeals considera-
tion in all office interview or correspondence exam cases.”

The procedures and correspondence used in Correspondence Examination do not give
the taxpayer adequate notice or opportunity to request an administrative appeal. The
“Combo” letter states, “...you have the right to file an administrative appeal as explained
in the enclosed Publication 3498, The Examination Process.” However, Publication 3498
advises the taxpayer to “...follow the instructions in our letter to you by sending a brief
written statement requesting an appeals conference.” The publication makes no mention
of the fact that an oral request is permissible and sufficient under the law.

The instructions provided in the combo letter and Publication 3498 are confusing and do
not ensure that taxpayers are made aware of their appeal rights. The consolidation of
batch processing and the use of the “combo” letter have, in this respect, failed to provide
adequate notice of a taxpayer’s right to appeal. The taxpayer needs clear instructions
detailing what actions to take if he or she does not agree with the proposed changes -
without having to cross-reference between the letter and an eight-page publication.

The IRS also has not provided adequate instructions and a full description of the taxpay-
er’s appeal rights to examiners handling the Campus Examination toll-free phone lines.
The on-line Examination Toll-Free Telephone Procedural Guide (also known as Script),

" Internal Revenue Service Restructuring and Reform Act of 1998; Pub. L. No. 105-206, Title I11, Subtitle F,
83504, 112 Stat.771. Explanation of Appeal and Collection Process.

SECTION ® Treas. Reg. § 601.106(a)(iii)(a).
0NE ® Internal Revenue Service, The Examination Process, Publication 3498 (Revision 1-2003), p. 6.
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which provides questions and responses for resolving audit issues, contains no informa-
tion to assist taxpayers who ask about appeals procedures.”

Once the IRS sends a statutory notice of deficiency, the taxpayer has 90 days to petition
the Tax Court to re-determine the amount of tax before assessment. The taxpayer may
still request an administrative appeal during the 90-day period, but the 90-day period con-
tinues to run.* Neither the notice, Publication 3498, nor the Script clearly describes that
right. If a taxpayer is granted administrative Appeals consideration, he or she may mistak-
enly believe it is not necessary to file a petition with the Tax Court, thus losing the right
to take the case to court before paying the tax, in the event that an agreement cannot be
reached with Appeals.”” Therefore, it is imperative that the taxpayer be made aware of the
necessity of filing a petition after the notice of deficiency is issued, even though he or she
is working with Appeals in an effort to resolve the case.
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IRS COMMENTS

IRS began use of the Combo Letter to reduce the time it took taxpayers and the Service
to complete a correspondence audit. We recognize that some of the Advocate’s concerns
have merit. In an effort to resolve these concerns the National Taxpayer Advocate and
the IRS have agreed to test the concept of sending an additional 30-day letter to the
25,000 taxpayers in the EITC certification proof-of-concept who do not respond to our
request for certification information. The EITC proof-of-concept provides a perfect
opportunity for us to test the 30-day letter concept and determine if it positively impacts
the response rate of those taxpayers who initially do not respond to our requests for docu-
mentation.

The results of this test will determine the validity of the recommendations and determine
the future process used by the IRS in the performance of our audits. We will evaluate the
results using the following factors as success measures:

¢ Does issuing an additional 30-day letter reduce the percentage of taxpayers who
initially fail to respond and/or reduce the percentage of taxpayers who initially
respond and then stop?

¢ Does issuing an additional 30-day letter result in more taxpayers taking advantage
of the IRS Appeals process?

¢ What impact, if any, does issuing the additional 30-day letter have on the overall
cycle time of examination cases?

IRM 4.19.1.8.3(2).
' Treas. Reg. § 601.106(b).

%2 The average administrative appeal took 293 days in tax year 2000, far beyond the allotted 90 days to petition
the Tax Court. Treasury Inspector General for Tax Administration, Taxpayers Should be Informed of the Benefits of
the Fast Track Mediation System, Reference #2002-10-070, March 2002.
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During the EITC certification test, in addition to the Combo Letter, we will send a 30-day
letter prior to issuing the 90-day letter to those taxpayers who either do not respond ini-
tially or those who start responding and then quit. This 30-day letter will be sent as a
courtesy in an attempt to solicit a response from the taxpayer. The results of this test will
determine if using the 30-day letter decreases the percentage of no-response rates currently
being experienced by the IRS. If it does result in a substantial decrease in no-response
rates, we will consider implementing the 30-day letter in all Examination correspondence
examinations when taxpayers do not respond.
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We believe that this test is essential to gathering sufficient data to either confirm the
Taxpayer Advocate’s assertion regarding the combo letter or to validate its appropriate use
in our correspondence audit process. The test should be completed and the results evalu-
ated by the summer of 2004.

The Taxpayer Advocate assumes that taxpayers are less likely to respond because they do
not have the additional 30 days in which to respond and that the combo letter does not
clearly identify the taxpayer’s appeal rights within the IRS. This does not give adequate
consideration to the history of non-responsiveness by taxpayers who are clearly not enti-
tled to the items they claimed on the tax return, regardless of the length of time they have
to respond. For those taxpayers who do agree with the assessment, the issuance of the
combo letter removes 30 days from the processing time of the case, giving the taxpayer an
opportunity to pay the assessment and stop additional interest and penalties from accru-
ing. The supposition that taxpayers are forced to file “protective” appeals requests is not
supported by any study or existing data. The fact that a taxpayer can still resolve their
issues with the Internal Revenue Service even during the 90-day letter period is also not
considered by the Advocate. Also there is no empirical data to indicate that taxpayers
understand their appeal rights better if they are mentioned twice in a letter instead of
once.

The Taxpayer Advocate’s Report lists several concerns surrounding the Appeals and
Petition process. The majority of the concerns relate to the absence of information in the
Combo Letter and Publication 3498 explaining how and when the taxpayer may Appeal
or Petition. Since the Examination, Appeals and Petition processes are complex and clari-
fication would require extensive explanation, the IRS has chosen to refer the taxpayer to
Publication 3498, which describes each process in detail and is currently under revision to
further ensure clarity. We expect the revised Publication 3498 will address the Advocate’s
concerns.

SECTION
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The balance of the concerns relate to the fact that the On-line Examination Toll-Free
Telephone Procedural Guide does not include information concerning the administrative
appeal during the 90-day process. IRS is revising the guide to include the information. It
should be noted that taxpayers who respond in writing to the 90-day letter are given writ-
ten clarification explaining that we will continue to work with the taxpayer during the 90-
day process but if they chose to petition Tax Court it must be within the 90-day period.
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TAXPAYER ADVOCATE SERVICE COMMENTS

The National Taxpayer Advocate remains concerned about the use of the “combo” letter (566 B) by
Correspondence Examination on IRS campuses. TAS recognizes the procedural efficiencies of the
RGS batch processing system. However, these letters cause a significant burden to the receiving tax-
payers by treating them differently from other taxpayers under audit. They receive separate notice of
appeal rights instead of one letter combining both exam and appeals information. In addition, the
“combo” letter does not adequately explain appeal rights, resulting in a possible abridgement of tax-
payer appeal rights, as mandated by RRA 98 § 3465.** This letter does not constitute notice of
appeal rights to its intended recipients.

The National Taxpayer Advocate’s concern with respect to the use of the combination letter is two-
fold:

« First, the combination of two significant and contradictory instructions - respond to exam but
also request an appeal - is confusing, and the wording and layout of the letters is unclear.

¢ Second, and more important, the conflation of exam contact and appeals information is
insufficient notice of a taxpayer’s right to an Appeals hearing.

IRS TWO-LETTER EITC TEST

The IRS response emphasizes its pilot during the EITC certification program, in which it will “test” a
two-letter process, one of which it is sending as a “courtesy” to the taxpayer. The IRS states that It
will evaluate this pilot and determine it to be a success on the basis of any changes to the no-response
rate for such audits.

The National Taxpayer Advocate finds this response unsatisfactory. A taxpayer’s actual response (or
lack thereof) to notices is not the appropriate measure of a notice’s adequacy in meeting fundamental
due process requirements. Before one can accurately measure or determine an adequate response rate
to a notice, the notice itself must pass scrutiny as to whether it informs the taxpayer of

3 Internal Revenue Service Restructuring and Reform Act of 1998; Pub. L. No. 105-206, Title 111, Subtitle F, §
3465, 112 Stat. 767. Internal Revenue Service Procedures Relating to Appeals of Examinations and
Collections.
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¢ What the government is proposing to do;
¢ What is the impact of the government’s action on the taxpayer; and

¢ What procedural rights are available to the taxpayer to challenge the government’s
proposed action.

Without clear notice of this information, the taxpayer cannot make an informed decision about how
to proceed. It is, of course, entirely likely that a taxpayer, having received clear notice of the govern-
ment’s intent, the reason behind that intent, and the right to appeal, will decide not to respond. The
key difference in this case, however, is that the taxpayer will be making an informed decision and not
one out of ignorance.

)
>
=;
e
[ -
D pn
)
w» &=
R
=

The IRS states that “there is no empirical data to indicate that taxpayers understand their appeal
rights better if they are mentioned twice in a letter instead of once.” The National Taxpayer Advocate
is not asking for the IRS to “mention” appeal rights twice in a letter. She is asking the IRS to
describe appeal rights (and the method for obtaining them) once in a separate letter dedicated to that
issue. LM SB taxpayers are among the most sophisticated, yet the IRS sends them two separate rela-
tively clear letters. Taxpayers claiming the EITC are generally among the least able to comprehend the
tax rules, yet they received nearly 75 percent of all combo letters in 2001. The IRS therefore runs the
risk of appearing to follow two sets of procedures: sending two relatively clear letters to most taxpay-
ers, and one truncated and confusing combo letter to low income taxpayers who are least likely to
understand - and least likely to complain. Further, there are many cognitive learning studies that
amply (and empirically) demonstrate that people absorb complex information in bits and through rep-
etition.

The IRS plans to evaluate the results of its “pilot” on the basis of three success factors. None of these
factors measure whether the taxpayer who received the letters actually understood what rights they
were being offered. In order to evaluate the effectiveness of the letters, then, the IRS must conduct
focus groups or a survey of taxpayers to determine whether the letter communicates its message to the
taxpayer. What should be measured here is effective notice, not merely responsiveness.

Notice Clarity

The Wage and Investment Division has formed the EITC Notice Redesign Team to rewrite and
improve letters issued through the RGS system and Publication 3498. At this time, however, no
changes have been formalized. While the issues are still being discussed by the National Taxpayer
Advocate and the senior management of the Division, there is still substantial resistance on the part
of the IRS to discontinuing the use of combo letters.

SECTION

ONE

96 MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS




Table of Contents

MOST SERIOUS PROBLEM: COMBINATION LETTER ToPIc#6 PROBLEMS

There is also hesitation to include certain information in the letters that would assist taxpayers in the
examination process, such as a telephone number for the specific tax examiner handling the case.

When the taxpayer attempts to reach the IRS at the number given to all taxpayers under audit by
Correspondence Examination at a particular campus, he or she often has great difficulty in reaching
the correct person needed to help resolve the problem. The assistor answering the telephone does not
have the taxpayer’s case, correspondence, or any documentation sent by the taxpayer, and is therefore
unable to answer any specific questions the taxpayer may have. The assistor only has access to gener-
al information that may or may not be applicable to a particular taxpayer. The taxpayer may ulti-
mately be transferred to the correct person; however, this process causes unneeded frustration and the
use of time that could have been spent more productively, and in some cases, the taxpayer will not be
transferred to the correct person.
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ORAL REQUESTS FOR APPEALS

There continues to be no mention in combo letters that an oral request by the taxpayer for an Appeals

conference is allowed by the Treasury Regulations in correspondence examination cases.* The taxpay-
er is told only that he or she has the right to file an administrative appeal as explained in Publication

3498." This publication does not include any mention that an oral request is permissible.

Since taxpayers involved in correspondence examinations are often from lower socioeconomic levels of
society, the burden of sending a written request and stating the reasons for disagreement may be a hur-
dle they cannot overcome. Consequently, it is reasonable to assume that many of these taxpayers fail
to respond during the audit process simply because they lack the skills to do so, thus increasing the
default rate, the number of incorrect assessments of tax, and unnecessary additional expenses to the
IRS due to requests for audit reconsiderations and the involvement of Collection, Appeals and
Counsel.

RECOMMENDATIONS

In order to remedy this problem and ensure that the IRS assesses the correct amount of tax in these
cases, the National Taxpayer Advocate makes the following recommendations:

# Discontinue the use of the combo letter and return to the previous procedure of using two let-
ters - one, a preliminary audit report and the other, the traditional 30-Day Letter providing
notice and explanation of appeal rights — in order to give the taxpayer a realistic amount of
time to submit documentation and work with the examination unit to resolve the issues before
issuance of the notice of deficiency.

14 Treas. Reg. § 601.106(a)(1)(iii)(a).
15 Internal Revenue Service, The Examination Process, Publication 3498 (Revision 1-2003), p. 6.
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Include the name and telephone number of the tax examiner handling the case in all corre-
spondence.

Make requests for substantiation as specific to the case as possible to prevent misunderstand-
ings about what is being requested.

Include a clear statement in the 30-day letter telling the taxpayer when the 30-day period for
requesting an Appeals conference begins and ends.

Include clear instructions regarding appeal rights (including the specific steps for requesting an
appeals conference) in both the 30-Day Letter to the taxpayer and in Publication 3498 to
ensure that there is no confusion or contradictory instructions, including the taxpayer’s right
to orally request an Appeals hearing both before and after the issuance of the notice of deficien-
cy. These instructions should make clear that, if requesting an Appeals conference after
issuance of the notice of deficiency, the 90-day period is running for the taxpayer to petition
the Tax Court for a hearing of the case.

Conduct a pilot in which the publication listing Low Income Tax Clinics (LITCs) is included
with the initial contact letter to assist eligible taxpayers in receiving professional help in the
audit process.

MOST SERIOUS PROBLEMS EncounTERED BY TAXPAYERS
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PROBLEM
TOPIC #7 MOST SERIOUS PROBLEM: OFFERS IN COMPROMISE

RESPONSIBLE OFFICIAL
Dale Hart, Commissioner, Small Business/Self-Employed Division

DEFINITION OF PROBLEM

The Internal Revenue Service’s administration of the Offer-in-Compromise (OIC)
Program is a key indicator of the agency’s commitment to fairness and equity in a tax sys-
tem dependent on voluntary compliance. To ensure voluntary compliance, taxpayers must
trust that the IRS exercises its powers and authorities wisely in administering an enor-
mously complex tax code that even for tax professionals and IRS employees have difficul-
ty understanding. In terms of absolute numbers, the OIC program is small, with 127,769
offers submitted in fiscal year 2003." Yet it is one of the most visible programs to the
American public, largely due to a cottage industry of practitioners who advertise on televi-
sion and in newspapers that they can persuade the IRS to settle delinquent accounts for
much less than the amount actually owed.

=
- S
- A
—
(—}
R en
= m
m
-
= -
e &
=
[}

All taxpayers are expected to report their tax liabilities accurately and pay them timely.
Each taxpayer should have the expectation that all other taxpayers are complying and pay-
ing, as the law requires. The Internal Revenue Code grants the Commissioner authority
to compromise a tax liability for doubt as to liability, doubt as to collectibility, or in fur-
therance of effective tax administration (ETA).? In a few short paragraphs, IRS Policy
Statement P-5-100 articulates how the OIC Program is to be used to ensure fairness and
equity.’ The OIC Program acknowledges that taxpayers, despite their best efforts to com-
ply, may need to settle a tax debt in order to become fully compliant again.

! SB/SE, Executive Summary for IRS Oversight Board, October 2003
?IRC § 7122,
® Policy Statement P-5-100 provides:

The Service will accept an offer in compromise when it is unlikely that the tax liability can be collected in full
and the amount offered reasonably reflects collection potential.

An offer in compromise is a legitimate alternative to declaring a case currently not collectible or to a protract-
ed installment agreement. The goal is to achieve collection of what is potentially collectible at the earliest pos-
sible time and at the least cost to the Government.

In cases where an offer in compromise appears to be a viable solution to a tax delinquency, the Service
employee assigned the case will discuss the compromise alternative with the taxpayer and, when necessary,
assist in preparing the required forms. The taxpayer will be responsible for initiating the first specific proposal
for compromise.

The success of the compromise program will be assured only if taxpayers make adequate compromise propos-
als consistent with their ability to pay and the Service makes prompt and reasonable decisions. Taxpayers are
expected to provide reasonable documentation to verify their ability to pay.

The ultimate goal is a compromise that is in the best interest of both the taxpayer and the Service. Acceptance
of an adequate offer will also result in creating for the taxpayer an expectation of and a fresh start toward com-
pliance with all future filing and payment requirements.
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Because the OIC has limited application as a collection tool, its costs and benefits cannot
be fairly compared to other collection alternatives. The payback for the agency’s expendi-
tures on the OIC program should not be weighed by the dollars collected alone, but also
by the perception of taxpayers that their government can faithfully and fairly deliver on
its mission to deliver world-class tax administration. The IRS, through its Small Business
/ Self-Employed (SB/SE) function, which administers the OIC program, has made signifi-
cant advances and improvements over the past two years. However, there is still a long
way to go before the IRS administers the program in accord with its policy statement.

ANALYSIS OF PROBLEM

Background

To its credit, IRS has taken positive steps to make its inventory of OIC cases current, and
to help taxpayers and their representatives stay apprised of the status of their cases.
SB/SE’s year-end inventory of OIC cases for fiscal year 2003 totaled 65,327, a 13 percent
reduction from the prior year.* For the same period, the percentage of offers closed with-
in six months increased to 56 percent, up from 38 percent the prior year.

The inventory improvement was accomplished largely through implementation of the
Centralized Offer In Compromise (COIC) Program at two IRS campuses, Memphis and
Brookhaven. In FY 2003, 65 percent of all offers were worked by COIC, and 85 percent
of cases closed in COIC were closed within six months. The National Taxpayer Advocate
agrees with SB/SE that most OICs submitted by wage earners and out-of-business individ-
uals under the “doubt as to collectibility” provision can be effectively worked in a central-
ized environment. She will continue to work with SB/SE in improving service and the
quality of COIC determinations.

OIC Policy and Procedure

There remain, however, fundamental concerns about how the commitment to Policy
Statement P-5-100 will be fulfilled. Collection employees obtain their procedural guid-
ance from the Internal Revenue Manual (IRM).* Though the policy statement directs IRS
to consider an OIC as an alternative to an extended installment agreement, the progres-
sion of guidance in the IRM directs the SB/SE employee to consider an offer only after
determining that the taxpayer could not enter into an installment agreement by extending
the statutory period for collection an additional five years. These procedures preclude
many taxpayers from an opportunity for a fresh start toward compliance. We urge SB/SE
to follow the intent of the policy statement and adopt IRM language that would require
collection employees to consider and discuss an offer with the taxpayer prior to extending

* IRS Small Business/Self-Employed Operating Division, Executive Summary for IRS Oversight Board, October

0NE ® Internal Revenue Manual 5.8.
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any statute for the purpose of securing an installment agreement. Current IRS procedures
prohibit any installment agreement that does not provide for full payment of the liability
during the remaining statutory period for collection.®

Evaluating the Offer: Reasonable Collection Potential (RCP)

To determine the viability of a “doubt as to collectibility” offer, the IRS uses a formula
called reasonable collection potential (RCP). That formula is a combination of distrain-
able’ equity in assets plus the amount that could be collected from installments over a
five-year period. The RCP formula was devised as a way for the IRS to be consistent in
its evaluation of offers and to communicate an expected basis for the OIC to the taxpayer
and/or their representative. However, the IRM provides minimal guidance on how to
weigh RCP with other factors such as the age and health of the taxpayer, the likelihood of
bankruptcy, the likelihood of enforced collection, or time left on the collection statute.’
According to correspondence TAS receives from taxpayers, the RCP formula too often
constitutes the sole factor in the IRS’s analysis of an acceptable offer. There is little evi-
dence to the taxpayer that the IRS has considered anything but the cold, hard numbers.
Moreover, TAS frequently receives complaints that the national standards for expenses are
rigidly adhered to, without considering the taxpayer’s individual circumstances.’
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Under current procedures, SB/SE employees have to make a case with a written narrative
for accepting an offer.” On the other hand, to reject an offer, the SB/SE employee is
only required is send the proponent a “reject with options” letter with the computer gen-
erated RCP calculation and perhaps the optional sentence that, “we have considered the
special circumstances you raised but they did not warrant a decision to accept your
offer.”"* Employees need more guidance on how to weigh other factors with RCP, and on
communicating their consideration of these factors and the decision to the proponent.

Unfortunately, many taxpayers have equity in assets that they cannot tap, such as in a per-
sonal residence, due to their inability to repay a loan on that property. Despite the unlike-
lihood that the IRS would ever enforce collection against a personal residence with
marginal equity, OICs are rejected on the basis of equity in such assets. At the urging of
the National Taxpayer Advocate, SB/SE has commenced a study with the assistance of
the Office of Program Evaluation, Research, and Analysis (OPERA) to determine the col-

® Internal Revenue Manual 5.14.2.1.

" Distraint is defined as “to seize and hold (property) to compel payment or reparation, as of debts.”
Distrainable means “capable of being distrained.” The American Heritage Dictionary of the English Language,
Fourth Edition, Houghton Mifflin Company, 2000.

® Internal Revenue Manual 5.8.4.5.

° IRC § 7122(c)(2)(B) provides that “...officers and employees of the Internal Revenue Service shall determine on
the basis of facts and circumstances of each taxpayer, whether the use of schedules published under subpara-
graph (A) is appropriate...”

% |nternal Revenue Manual 5.8.8.2.
™ Internal Revenue Manual 5.8.7.7(3).
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lection activity on accounts for which offers were rejected because they did not meet
RCP. It is hoped that the OPERA study will shed light on the validity of the current RCP
formula and of using additional factors in accurately gauging true collection potential.

An emerging issue is the use of reverse mortgages as a remedy for the situation where an
elderly taxpayer has equity in his or her personal residence but cannot afford to liquidate
it. Reverse mortgages were initially conceived as a way for terminally ill individuals to tap
into the equity in their residence to pay living expenses. In recent years, these mortgages
have begun to be used for additional purposes. Reverse mortgages are generally available
to individuals aged 62 or older, and have much higher interest rates and closing costs than
traditional mortgages, as there is no requirement for repayment by monthly installments.*
Although a taxpayer may elect to finance an OIC with a reverse mortgage, the IRS should
not insist on such an arrangement to fund an OIC. In many cases, there may be a fine
line between familiarizing taxpayers with, encouraging the use of, and mandating reverse
mortgages. We also urge the IRS’ Appeals function to adopt similar guidance. In two
examples in a recent Appeals training video on ETA OICs, an Appeals officer asked the
taxpayer to provide information on their attempt to secure a reverse mortgage, inferring
that this was a prerequisite to ETA consideration.

When taxpayers submit an OIC on the basis of doubt as to collectabiltity or effective tax
administration, they must submit a financial statement signed under penalty of perjury.
Many taxpayers who submit OICs have little or no current income. Instructions in the
IRM allow the SB/SE employee to change the amount of income if, in their judgment,
the taxpayer’s income is sporadic or likely to change.® This is an unacceptable shortcut.
The answer to this dilemma is to insist on a future income collateral, a tool already pro-
vided for in the IRM." However, SB/SE discourages the use of collateral agreements
because they must be manually monitored for the life of the agreement.”

OIC Outcomes

We have continuously urged SB/SE to eliminate its “reject with options” letter.*® This let-
ter tells the taxpayer that his or her offer is being rejected and why (usually because it
does not meet RCP). Although the taxpayer can continue to attempt to negotiate with
SB/SE, the clock on petitioning for an appeal is already running. This process, which
inherently discourages resolution of the accounts within SB/SE, is confusing for many
taxpayers. Appeals inventory of OIC cases has increased 43 percent from 7,987 at the

*2 Federal Trade Commission Consumer Alert, “Reverse Mortgages - Cashing In On Home Ownership,” avail-
able at http://www.ftc.gov/. More information available from the AARP Home Equity Information Center,
601 “E” St. N.W., Washington D.C 20040; or the National Center for Home Equity Conversion, 7343 147th
St West, Suite 115, Apple Valley, MN 55124.

3 Internal Revenue Manual 5.8.4(4).
" Internal Revenue Manual 5.8.6.3.1.

SECTION .
Internal Revenue Manual 5.8.6.3(1) and IRM 5.8.6.3.1(6).
0 NE  The “reject with options” letter is a form of the “Combo” letter discussed herein at page 87.
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beginning of FY 2003 to 11,385 at the end of the year.”” It is likely that this increase, in
whole or in part, is attributable to “protective” appeal requests and that some of these
offers could have been resolved at the point of first contact. The importance of a clear
opportunity to request an appeal is increased because the IRS is barred by statute from
extending the 30-day period for appeal requests.

User Fee/Processability

On November 1, the IRS instituted a $150 user fee for offers in compromise.”® Taxpayers
with offers based on doubt as to liability or whose income is below 100 percent of the
federal poverty level are exempted from the fee. Further, if an offer is accepted to promote
effective tax administration, or is accepted based on doubt as to collectibility with a deter-
mination that collecting more than the amount offered would create an economic hard-
ship, the fee will be applied to the amount of the offer or refunded.
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The stated purposes of the user fee are to offset the processing costs of the OIC program
and discourage inappropriate offers. In conversations with SB/SE, and in the 2002
Annual Report to Congress, TAS asked SB/SE to identify those OIC proponents who
were submitting inappropriate offers and to conduct targeted outreach to modify that
behavior. The Taxpayer Advocate Service also urged SB/SE to analyze the causes of offers
being returned as unprocessable and to set objectives for reducing the number of OICs
returned to proponents. We are disappointed that SB/SE has implemented neither of
these proposed initiatives.

Nearly 24 percent of all OICs received are determined to be not processable by the IRS
and returned to the proponent. Of the remaining OIC cases that are processable, about
46 percent are also returned because the taxpayer did not respond to SB/SE’s request for
additional information or for other compliance related issues (e.g. estimated tax payments,
untimely federal tax deposits).” Approximately 12 percent of FY 2003 OIC TAS receipts
were related to issues concerning missing information or information not received by the
SB/SE deadlines.”

The IRS has now incorporated the user fee into its “processability” determination. The

proposed regulation published for public comment said, “Currently, an offer is returned
as nonprocessable if the taxpayer is in bankruptcy, has not filed required tax returns, or
has not perfected the offer by properly preparing the offer to compromise form and sub-
mitting other required documents.” When the final regulations were adopted, this italicized

*7 per Director of Appeals Tax Policy and Procedure.
'8 68 Fed. Reg. 48785; Treas. Dec. Int. Rev. 9086; August 15, 2003.

9IRS, Small Business/Self-Employed Operating Division, Executive Summary for IRS Oversight Board,
October 2003.

% Taxpayer Advocate Management Information System (TAMIS) Database, Case Criteria 7 and 9.
*1 67 Fed. Reg. 67573, November 6, 2002, p. 2.
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phrase was omitted.” This change has been interpreted to mean that if the OIC meets the
other tests but the taxpayer fails to provide all of the supporting information requested by
IRS, the offer will be returned without appeal rights, and without returning the $150 user
fee.

SB/SE has drafted internal guidelines to waive fees on resubmission when it determines
that the previous offer was returned in error or the taxpayer demonstrates circumstances
beyond their control and not mere negligence or unavoidable delay. Nonetheless, the
IRS should not have it both ways. It should return the user fee when it returns an offer
as unprocessable because of insufficient documentation; or, it should retain the user fee,
reject the offer on the basis of insufficient documentation, and grant the taxpayer appeal
rights.

Customer Satisfaction

Treasury Regulation 801, which took effect on September 7, 1999, required the IRS to
establish customer satisfaction measures with respect to the OIC program.? However,
SB/SE has only technically met the requirements of the regulation. Polling conducted for
SB/SE applies to all its customers. Lumping diverse programs such as levies, installment
agreement and OICs together does not lead to actionable results. However, other stake-
holders such as the American Institute of Certified Public Accountants (AICPA) have con-
ducted their own surveys and concluded that the IRS needs demonstrative action “to
counter the perception that it does not favor OICs.”*

SB/SE Improvement Efforts

Of positive note are SB/SE efforts to improve on the quality of its casework. We again
urge SB/SE to incorporate its handbook/desk guide procedures into its IRM, particularly
as a complete revision to the field IRM is underway. The Taxpayer Advocate Service has
provided comments to SB/SE on changes it would like to see in the field IRM. These
changes include, but are not limited to, additional guidance on:

%2 68 Fed. Reg. 48785, August 15, 2003, p. 2.

% Section 801.4 requires IRS to establish customer satisfaction measures via various methods. For example,
questionnaires, surveys and other types of information gathering mechanisms may be employed to gather data
regarding customer satisfaction. Information to measure customer satisfaction for a particular work unit will
be gathered from a statistically valid sample of the customers served by that operating unit and will be used to
measure, among other things, whether those customers believe that they received courteous, timely and pro-
fessional treatment by the IRS personnel with whom they dealt.

2 «Based on concerns expressed by many of our members, we fear that IRS employees at the COIC sites might
be reducing OIC inventory levels based on implementation of rigid procedures; tight rules regarding what
constitutes a “processable” offer and short time frames for submitting updated or missing documents. The
respondents who believe training is inadequate emphasized their impression that COIC employees review
OICs in a mechanical fashion without giving any meaningful thought or consideration to the unique circum-
stances of each individual case. These respondents seem to believe that the COIC employees find it easier to
reject the Offer as opposed to finding reasons to accept it.” Letter from Robert A. Zarzar, Chair, Tax Executive
Committee, AICPA, to Dale Hart, Commissioner, IRS Small Business/ Self-Employed Operating Division,

SECTION
0NE (October 14, 2003), reprinted in 2003 TNT 200-38.
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+ the consideration of special circumstances,
¢ the probability of enforcing collection within the remaining statute, and

+ the use of collateral agreements.

In her 2002 Report to Congress, the National Taxpayer Advocate commented on less than
favorable results from SB/SE’s centralized quality review.” Later this fiscal year, COIC
casework will become subject to “embedded” quality review that will tie case performance
to employee performance appraisals. This program will more than double the amount of
cases subject to the current quality review. It will also ensure employee accountability for
performance. We commend SB/SE for their work on this initiative.
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SB/SE continues to improve the OIC website, available at http://www.irs.gov/businesses.
This site contains user-friendly information on the types of offers, how and where to file
them, forms, required documentation and frequently asked questions. The SB/SE func-
tion is aware that Form 656, Offer in Compromise, is in critical need of revision to
include information on the policy statement, ETA offers, user fees, extension of the statu-
tory period for collection, and financing an OIC. Much of the web site information will
be incorporated into a revised Form 656 to be issued later in 2004. In August 2003, IRS’
Taxpayer Education and Communication (TEC) agreed to provide subject matter experts
for general outreach and education on OICs. In addition to this general outreach, work-
ing actively with groups such as the IRS Advisory Committee (IRSAC), and its annual
outreach at the IRS Tax Forums, we continue to recommend targeted outreach to reduce
the number of OICs that the IRS returns to proponents.

At the suggestion of the National Taxpayer Advocate, SB/SE formed a specialty group in
June 2003 to consider all new non-hardship ETA offers.” Specifically, these are OICs sub-
mitted on the basis of equitable or public policy considerations. In such offers the taxpay-
er must demonstrate why he or she should be relieved of part of a liability that is both
due and collectable, while all other taxpayers must pay their liabilities in full. In addition
to working new receipts, this group will become subject matter experts on these cases for
other OIC field examiners and COIC offer examiners. After cases worked by this group
are closed, a high level cross-functional group will look at examples and outcomes to fur-
ther clarify the scope of the new ETA regulations.

IRS COMMENTS

The Offer-in-Compromise (OIC) program in fiscal year (FY) 2003 was characterized by
continued improvement, building on program changes that were implemented in the
prior two years. Most notably, the Centralized Offer-in-Compromise (COIC) processing

% National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 22.

% Treas. Reg. 301.7122-1 provides taxpayers with exceptional circumstances, an opportunity for compromise
when they cannot qualify under hardship, doubt as to collectibility, or doubt as to liability.
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sites in Brookhaven and Memphis continued to mature as organizations, taking on more
responsibility for the overall OIC program. Since the COIC sites became operational in
October 2001, we have seen significant improvements in the timeliness of OIC disposi-
tions, and the overall age of the inventory of open OIC cases. The overall inventory of
open OICs as of September 2003 stood at 65,334, compared to 92,060 in October 2001 -
a 29 percent reduction. Open OICs assigned to the Field were reduced 55 percent during
that same period. The currency of the open OIC inventory also improved significantly
during this period. At the conclusion of FY 2003, over 95 percent of the active COIC
inventory had aged six months or less. Cases assigned to the Field for 12 months or
longer were reduced by 38 percent compared to April 2002, and inventory backlogs in the
OIC field program are almost completely eliminated. As a result, during the final quarter
of FY 2003, approximately 61 percent of all processable OIC dispositions were resolved
in six months or less - a 97 percent improvement since October 2001. We continue to
modify the OIC process in order to improve the quality of case decisions and the levels
of service we provide to taxpayers seeking to compromise their tax liabilities, particularly
in our COIC operations.
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The IRS supports the policy that the OIC is a legitimate collection alternative in situa-
tions where the tax liability is not likely to be collected in full, and the offer reasonably
reflects collection potential. However, the OIC should not be considered as the optimum
payment method of choice in all situations. To ensure that this message is clearly under-
stood, the IRS devoted a considerable amount of time and attention in FY 2003 to out-
reach activities. These efforts were designed to increase the public’s awareness of the
proper role of the OIC as a collection alternative, as well as to explain the requirements
for taxpayers to submit processable OICs that can be evaluated and resolved in a timely
manner. As part of this effort, the OIC page of the IRS “Digital Daily” web site has been
updated to provide a comprehensive explanation to the public of the OIC submission
requirements. The “Digital Daily” is now much easier to navigate and the OIC informa-
tion much easier to find. IRS executives and senior managers have also participated in
numerous outreach sessions specifically addressing the OIC program, including the
National Tax Forums and the web-based Tax Talk Today. The IRS continues to work
closely with tax practitioner organizations through the Internal Revenue Service Advisory
Committee (IRSAC), which has established a standing sub-group devoted entirely to the
OIC program. This group meets regularly to discuss and provide feedback on issues per-
taining to the OIC program.

SECTION

ONE
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OIC Policy and Procedures

We concur with the National Taxpayer Advocate that some clarification may be needed to
ensure consistent interpretation of policy statement P-5-100. Specifically, the term “pro-
tracted installment agreement” appears to be a source of confusion and disagreement, and
warrants clarification. Prior to the implementation of RRA 98, it was not uncommon for
the IRS to require waivers from taxpayers entering into installment agreements that
extended the collection statute (CSED) for 10 years or longer. These “protracted install-
ment agreements” in some cases represented agreements that would never be fully paid
due to the accrual of penalties and interest. In order to address this problem, the IRS
defined a reasonable term for any installment agreement to be the time remaining on the
CSED, plus five years. Absent “special circumstances” that warrant consideration of an
Effective Tax Administration (ETA) offer, if a taxpayer can fully pay the tax liability within
this timeframe, and offers less through an OIC, the IRS does not believe that the offer is
“in the best interest of both the taxpayer and the Government”, which is another key
component of P-5-100. We believe this distinction is not clearly understood, both inter-
nally and externally, and will clarify this position in the Internal Revenue Manual and in
our external outreach materials.
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Evaluating the Offer: Reasonable Collection Potential (RCP)

P-5-100 states that an acceptable offer amount “reasonably reflects collection potential”
and that “taxpayers make adequate compromise proposals consistent with their ability to
pay.” A common complaint associated with the OIC program in the past was the percep-
tion that OIC personnel were not consistent in evaluating OIC applications to determine
reasonable collection potential. Consistency in application is a critical prerequisite to
maintaining integrity and equity in the OIC program. As a result of this feedback, the
IRS developed the national and local standards for “allowable expenses” used in evaluat-
ing requests for OICs. While these national and local standards are used as part of the
RCP analysis, the IRS does recognize that there are situations where the RCP alone does
not reflect the taxpayer’s true ability to pay. Occasionally, special circumstances exist that
warrant consideration and may result in accepting offers that are less than what the rou-
tine RCP analysis would require. Our employees have been trained to look at all facts
surrounding the OIC request and we continue to reinforce that they can and should devi-
ate from the national standards when the taxpayer’s individual circumstances make it
appropriate to do so. This guidance is currently included in the IRM and will be reem-
phasized in an upcoming revision. We are working closely with both the Office of NTA
and the AICPA to identify specific case examples where deviation was warranted but not
allowed by our employees so that we can better target training and communication efforts
for employees.
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We agree with the National Taxpayer Advocate regarding the need to conduct an analysis
of the ultimate outcomes of OICs that have been rejected or returned. Working with the
Office of Program Evaluation, Research and Analysis (OPERA), we have determined that
there are no discernable demographic factors that influence situations where OICs need
to be returned. Consequently, we have designed our outreach efforts to reach as broad an
audience as possible. In addition to the significant outreach efforts mentioned earlier, we
are currently in the process of soliciting input from external stakeholders, such as the
American Institute of Certified Public Accountants (AICPA) or the Information Reporting
Program Advisory Committee (IRPAC), as well as the National Taxpayer Advocate to
assist in making our next revision of the OIC application package, Form 656, as clear and
understandable as possible. A goal of this revision is to reduce the number of OICs that
need to be returned due to missing or incomplete information, as well as more clearly
identify the criteria for processable offers.

We also agree that more IRM direction on issues such as reverse mortgages, how to con-
sider the potential for bankruptcy, and collateral agreements would be helpful for OIC
personnel in evaluating OICs, in appropriate situations where these issues may arise. The
next revision of the IRM will address these issues.

OIC Outcomes

We share the Advocate’s concerns with the relationship between the use of the “reject
with options” letter and the increase in the number of appeals resulting from the COIC
rejection decisions. To reduce the problem we have recently decided to alter the OIC
rejection process, and provide a preliminary determination letter to the taxpayer for the
majority of proposed OIC rejections. This letter will give the taxpayer an opportunity to
communicate with the IRS regarding the proposed rejection decisions without starting the
clock on petitioning for an appeal. If the additional communication does not result in an
accepted offer, the taxpayers will receive the “reject with options” letter, which will pro-
vide the opportunity to formally appeal the rejection decisions.

User Fee/Processability

Despite the significant improvements in overall efficiency of the OIC program, the costs
associated with the administration of the program remain disproportionately high. In
order to offset a portion of these costs, the IRS implemented a $150 OIC Application Fee
in November 2003. For those taxpayers who submit a “non-processable” offer, the IRS
will return application fees since IRS resources and associated costs are minimal.
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However, once the OIC has been accepted for processing, the associated costs increase
substantially. At that point IRS personnel evaluate the OIC applications, identify missing
(but necessary) information, make determinations regarding additional information
required to make a final case decisions, correspond with the taxpayer, evaluate taxpayer
responses, and formally close the offers. If, however, taxpayers do not submit the request-
ed documentation during the process to support their offers, the offer is ultimately not
accepted. As noted, the costs for this stage of the process are high whether or not the
offer is accepted or not and, for this reason, the IRS does not agree with the Advocate’s
position that the $150 OIC application should be returned.

=
- S
- A
—
(—}
R en
= m
m
-
= -
e &
=
[}

As the Advocate acknowledges in this report, a large percentage of taxpayers requesting
OIC consideration do not respond adequately to requests for information. In FY 2003,
46 percent of the processable OIC dispositions fell into the category of “processable
returns.” IRS fully acknowledges that retaining the fees in these situations heightens the
importance that our decisions to return offers are accurate and warranted. To this end we
have developed procedures that will allow OIC personnel to waive the fee in situations
where circumstances beyond the taxpayers’ control were the cause of the delays. We have
also increased our quality control expectations in this area. Recognizing the potential sen-
sitivity of this issue, we worked closely with stakeholders, including the Internal Revenue
Service Advisory Council (IRSAC) and National Taxpayer Advocate to develop the appli-
cation fee and discussed all aspects of the proposal during public hearings prior to imple-
mentation.

TAXPAYER ADVOCATE SERVICE COMMENTS

The Internal Revenue Service should take pride in the accomplishments of SB/SE in improving the
Offer-in-Compromise operation, in particular the improvement in timely determinations. A recent
report by the Treasury Inspector General for Tax Administration (TIGTA) highlighted improvements
in quality that affirm that SB/SE is making efforts in the right direction.” The National Taxpayer
Advocate recently visited the Memphis COIC site as a follow-up to a visit 18 months earlier and met
with a local management team that is clearly committed to improving the quality of their operation.
The OIC program has also benefited from placing an executive in charge of all OIC operations. In
addition, the National Taxpayer Advocate is appreciative of the ongoing opportunity to consult with
SB/SE concerning their operations and procedures.

In the interest of taxpayers with pending offers, we would like SB/SE to make prompt and quality
offer determinations. Although SB/SE has been unable to identify a discernable demographic for
taxpayers whose offers need to be returned, we reiterate our recommendation to identify noncompliant

7 Treasury Inspector General for Tax Administration, Continued Progress is Needed to Improve the Centralized Offer-in-
Compromise Process, Reference # 200230028, July 24, 2003.
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practitioners and to take proactive efforts to help them file processable offers. \We would like SB/SE
to gather customer satisfaction data that is specific for the OIC program and that can be acted upon
to better meet customer expectations. We look forward to the OPERA report that will provide data
related to the accuracy of the RCP formula. \We appreciate that SB/SE requested and received TAS’
input on a revised Form 656 and a revised Internal Revenue Manual (IRM). Proposed changes will
provide offer proponents with better guidance on what to submit, and provide IRS employees with
better guidance on technical issues such as self-employment income, reverse mortgages and future
income collaterals. \We also agree with the SB/SE commitment to consistency in the interest of fair-
ness and customer expectations. The national expense standards are guidelines and offer examiners
need to be alert for special circumstances leading to a fair negotiation of the offer amount. \We are
very pleased that SB/SE has agreed to reiterate and reemphasize guidance on the expense standards
in the new IRM revision.
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In its comments, SB/SE discussed the common misperceptions about the OIC program. The
National Taxpayer Advocate takes the position that reiterating commitment to Policy Statement P-1-
500 may help to clarify such misperceptions. We do not expect the IRS to accept offers that are not in
the best interest of the government and the taxpayer. Further, we share their commitment to fairness
for all taxpayers, and particularly to those who voluntarily comply by reporting the correct amount of
tax and paying it timely. \We agree with SB/SE’s comment that “the OIC should not be considered
as the optimum payment method of choice in all situations.” Internal Revenue Code section 7122
was designed as an exception to a tax code and policy that requires payment of the full amount owed.

The Policy Statement talks about offers as an acceptable alternative to a “protracted installment agree-
ment.” SB/SE’s position is that this term meant something different prior to the restrictions on
waivers imposed by the IRS Reform and Restructuring Act of 1998 (RRA 98).” The purpose of the
RRA 98 provision was to prevent abusive waivers that were contrary to the intent of a statute of
limitations period for collection. The legislation did not restrict the applicability of offers in compro-
mise, nor did it change P-5-100. A lengthy installment agreement has an inherently higher opportu-
nity to default than a shorter agreement, and the total amount of repayment is far from guaranteed.
We look forward to the results of SBSE’s joint study with OPERA on the eventual collection out-
comes of rejected offers. Under the right circumstances, an offer can provide the taxpayer a much-need-
ed fresh start toward future compliance, and with contractual certainty. In addition, the IRS has the
right to request a collateral agreement if there are indications that the taxpayer’s earnings are likely to
improve. At minimum, we ask that the IRM require a discussion of an offer-in-compromise prior to

SECTION

0NE % |RS Restructuring and Reform Act of 1998, Pub. L. No 105-206, § 3461.
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extending statutory collection period by waiver, and that additional consideration can be given to the
likelihood of the proposed installment agreement’s default.

Both the IRS and the National Taxpayer Advocate agree that it is desirable to reduce the number of
offers that are returned to taxpayers. It is the methods to best accomplish this on which we disagree.
We previously recommended a more targeted approach, specifically toward large volume practitioners
with high incidence of such returns. The IRS opted for a broader approach, adopting regulations to
implement a user fee in hopes of modifying the behavior of the offer proponents.
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SB/SE decided that the applicability of the user fee to a particular offer would be part of the “process-
ability” determination. However, the concept of processability is difficult to understand as written in
the regulation itself, particularly due to the phrase “returned as nonprocessable after acceptance for
processing.” The IRS processability criteria are fairly objective; that the offer is signed and submit-
ted on the current form, that the taxpayer is not in bankruptcy and is in current compliance.*® A sub-
sequently issued revenue proclamation clarified IRS intention to also keep the user fee when the
taxpayer fails to provide necessary documentation.

In response to public input on the proposed fee, IRS added a clause to the regulations, which would
waive a subsequent fee if the Service determines that the original offer was rejected in error or returned
in error after acceptance for processing.* SB/SE has developed internal guidance to waive the fee
when circumstances beyond the taxpayer’s control were the cause of the delays. In addition, they have
pledged to work with stakeholders including the Low Income Tax Clinics to successfully implement the
user fee regulations.

The National Taxpayer Advocate is not reccommending that the IRS refund a user fee after it has
invested resources into processing a case. She is, however, requiring the IRS to be logically consistent
in its procedures. If a taxpayer’s offer does not meet the “processability” criteria in the regulations, the
IRS can return the offer (without appeal rights) along with the use fee. This is justifiable because the
IRS has not invested significant time and energy in reviewing the offer.

68 FR 48785: Treas. Dec. Int. Rev. 9086 August 15, 2003, Page 6. “”(3) Except as otherwise provided in this
paragraph (b), the fee will not be refunded to the taxpayer if the offer is accepted, rejected, withdrawn, or
returned as nonprocessable after acceptance for processing.”

0 68 FR 48785 Treas. Dec. Int. Rev. 9086, August 15, 2003, Page 2. “Currently, an offer is returned as non-
processable if the taxpayer is in bankruptcy, has not filed required tax returns, or has not perfected the offer
by properly preparing the offer to compromise form.”

% Rev. Proc. 2003-71. Section 5.04, September 8, 2003 “If an offer to compromise does not contain sufficient
information to evaluate whether the offer should be accepted, the Service will request that the taxpayer pro-
vide the needed additional information...If the taxpayer does not submit the additional information that the
Service has requested within a reasonable period of time after such a request, the Service may return the offer
to the taxpayer...When an offer is returned under Section 5.04, the Service will not refund the application fee
submitted with the offer unless the offer was accepted for processing in error.”

%2 Treasury Regulation FR 48785: Treas. Dec. Int. Rev. 9086, August 15, 2003, Page 6. “(4) No additional fee will
be charged if a taxpayer resubmits an offer the Secretary determines to have been rejected in error or returned
in error after acceptance for processing.”
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Where a taxpayer’s offer survives the processability stage, however, the IRS has begun to work it.
Whether the IRS invests one hour, eight hours, or two weeks in time of working an offer, the taxpayer
has crossed a processing threshold. Regardless of whether that taxpayer has failed to respond to the
first request for information or the seventh such request, the offer should be rejected with appeal rights
and the user fee retained.

We are very pleased to hear SB/SE’s decision on the pre-determination letter. This will give the tax-
payer a final chance to seek an administrative solution prior to resorting to Appeals. This will also
minimize confusion on the part of the taxpayer as to whether there still remains an opportunity for
dialogue with SB/SE. This decision also indicates SB/SE’s willingness to consider input from the
Taxpayer Advocate and other stakeholders for continued improvement of the offer process.
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It has recently come to the attention of the National Taxpayer Advocate, through conversations with
practitioners and professional organizations, that some practitioners are no longer attempting to
proactively resolve their clients’ cases by filing offers-in-compromise and are instead waiting to submit
an offer in the context of a Collection Due Process hearing. Proponents of this approach justify this
approach for the following reasons:

# they can obtain face-to-face hearing with the Appeals Officer;

¢ they do not have to resubmit financial information because of lapse of time; and

o the Appeals Officer needs to close the case and so will be more “flexible” in his or her review.
The National Taxpayer Advocate is concerned about this practice trend and will be addressing it in
discussion with practitioner groups over the next year.

In many respects, the Offer-in-Compromise program has been a model for dialogue between the
National Taxpayer Advocate and an operating function of the Internal Revenue Service. e look
forward to continuing this relationship, furthering our mutual objective of world class tax adminis-
tration.

SECTION

ONE
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PROBLEM
TOPIC #8 MOST SERIOUS PROBLEM: MATH ERROR AUTHORITY

RESPONSIBLE OFFICIALS
Henry O. Lamar, Commissioner, Wage and Investment Division
Dale Hart, Commissioner, Small Business/Self-Employed Division

DEFINITION OF THE PROBLEM

The Internal Revenue Service may summarily assess a tax, interest, and penalties when
mathematical or clerical errors have been identified. This “math error” authority
described in Internal Revenue Code section 6213(b) has been applied to a growing list of
adjustments that are not based on flawed math or transcription errors. Math error and
summary assessment authority now covers 14 error categories, including the determina-
tion of who is a custodial parent for certain tax benefits.> The procedures for seeking
abatements of math error assessments are strictly limited and poorly communicated to
taxpayers.® The continued expansion of math error authority combined with limited,
poorly communicated procedural rights can lead to incorrect assessments, administrative
re-work, and even denial of taxpayer access to United States Tax Court.*
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The 2002 National Taxpayer Advocate’s Annual Report to Congress identified several
problems with the IRS’ current implementation of math error authority.®

¢ Math Error notices are confusing and offer inadequate explanations about the
items that the IRS modified or denied on taxpayers’ returns.®

¢ Taxpayers have difficulty reconciling the adjustments with their originally filed tax
returns.’

& Taxpayers are not sure how to correct or challenge the notices, nor do they under-
stand their right to challenge them.®

ANALYSIS OF PROBLEM

New Developments

This section is a follow-up report to review changes the IRS has implemented and how
effectively those changes have addressed TAS concerns about math error authority. In its
response to the National Taxpayer Advocate’s 2002 Report, the IRS stated that it has initi-

YIRC § 6213.
% IRC § 6213(g)(2).
® Robert B. Nadler, “Math Error Notices: In Search of Taxpayer Rights,” Tax Notes Today. July 7, 2003, TNT

131-6: p. 2.
* National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 185.
%Id. p. 25.
®1d.
7 1d.
®1d.
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ated both short and long-term projects designed to improve taxpayer correspondence and
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math error authority procedures® These initiatives include:

¢ Redesign of notices to improve clarity;

Revision of “math error codes” to simplify the procedure for employees to choose
the correct code to correspond to a particular taxpayer’s situation;* and

¢ Re-sequencing of math error codes to correspond to specific sections of the tax

return.

Tables 1.8.1 and 1.8.2 summarize the status of IRS efforts. The National Taxpayer
Advocate supports the IRS in its efforts to finally address many of the problems associat-
ed with math error authority. We are particularly pleased that math error notices issued
during the 2004 filing season will include specific tax return line references for adjust-

ments.

TABLE 1.8.1, ADMINISTRATIVE PROPOSALS & IRS SHORT TERM INITIATIVES

Administrative Proposals

IRS Initiatives

Status

Revise math error notices
to include specific line-
item numbers from the

applicable tax return.

Redesign notices to
improve clarity.

Notice Process Improvement Initiative Team

(NPIIT) created to improve clarity of notices.

Revise math error notices
to include specific line-

item numbers

NPIIT revised 61 Taxpayer Notice Codes
(TPNCs) to include line specific references. !

These improvements will be in place for Filing
Year 2004 (Processing of Tax Year 2003 returns).

Re-sequence notice
codes for Error
Correction processing
to correspond to the tax
return.

NPIIT Phase IT completed this initative.
Scheduled for Filing Year 2004 implementation.

Simplify math error
codes to make it easier
for employees to choose
the correct code for each
taxpayer’s situation.

NPIIT eliminated 111 obsolete and duplicate
TPNC:s from the original list of 492, a 23
percent reduction in the list of notice codes
employees must select from.'? Scheduled for
Filing Year 2004 implementation.

Improve training and
guidance that is provided
to all employees handling
math error responses.

Improve training for IRS

employees.

IRS is continuing to expand and improve
guidance for employees handling math error
cases, also incorporating improvements
suggested by TAS and other external
stakeholders.

° National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-2002), p. 29.

° Definitions: The term “Taxpayer Notice Codes” (TPNC) which appears in Table 1.8.1 includes both “Math
Error Notice Codes” and “Non-Math Error Notice Codes.” “Math Error Notice Codes” is often expressed

SECTION simply as “Math Error Codes.”
0NE " NPIIT Final Report (61 notices revised from a total of 387 notice codes, equals 16 percent (61 divided by
387).
2 NPIIT Final Report (492 total TPNCs reduced by 111 TPNCs equals a 23 percent reduction).
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TABLE 1.8.2 ADMINISTRATIVE PROPOSALS & IRS LONG TERM INITIATIVES

Administrative Proposals

IRS Initiatives

Revise math error
notices to include
specific line-item
numbers from the
applicable tax return.

Review all notices to
eliminate obsolete or

redundant notices.

IRS created Notice Elimination Notice Process
Improvement Initiative Team (NE-NPIIT) to
review all notices. Improvements are scheduled
for Filing Year 2005 (Processing of Tax Year 2004

returns).

Revise abatement and
appeal rights language
to make them more
understandable for

taxpayers.

Phase III NPIIT reconvened in October 2003
to revise the abatement and appeal rights
language on all math error notices for FY 2005

implementation.

Make all math error
codes line item specific,

if applicable.

The Phase ITI NPIIT revised the remaining
math error codes to include line-specific item
references. Revision scheduled for July 2004

implementation.

Create a template for all
notices to ensure notices
are consistent.

Established a Notice Standardization Team to
create a template for all IRS notices. Template is
to be used to ensure notices include all necessary
elements and are reader-friendly. Undetermined
implementation.

Include
recommendations
received from external
stakeholders to improve

notice language.

Input on the revised notices received from several
sources (Taxpayer Advocacy Panels, Low-Income
Tax Clinics, and comments solicited from
taxpayers). Final revision of the Taxpayer Notice
Codes (TPNCs) incorporated many responses,
including recurring comment to customize
TPNC:s to describe the specific error on the
return. Results scheduled for implementation for
July 2004

Track abatements
using a management

information system.

Study methods to track
abatements.

Study in process. IRS will consider results in
deciding whether to pursue development of
an abatement tracking system. Undetermined
implementation date.
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The possible loss of access to administrative abatement, appeal, and judicial review
remains a serious issue that is of particular concern to the National Taxpayer Advocate.

If a taxpayer timely requests an abatement of tax, the IRS is obligated to make the adjust-
ment, and to make any reassessment through audit deficiency procedures.” Unless the
taxpayer proactively requests abatement and is granted entry into audit deficiency proce-
dures, the right to petition the United States Tax Court in a deficiency proceeding is lost.
This is the only pre-payment tax judicial forum.*
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The National Taxpayer Advocate remains concerned that math error authority as currently
administered deprives taxpayers of their right to administrative appeal and judicial review
as provided for in Internal Revenue Code section 6213." The Service must provide clear
guidance to taxpayers about their right to request abatement of a math error adjustment.
She recognizes that this issue requires a multi-step approach. Revising the abatement and
appeal rights language in the math error notices is a first step. The IRS must supplement
these efforts by placing additional emphasis on ensuring that taxpayers understand these
rights.
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LEGISLATIVE RECOMMENDATIONS

In her 2002 Annual Report to Congress, the National Taxpayer Advocate outlined specific
criteria for any expansion of math error authority granted to the IRS under Internal
Revenue Code section 6213(g). Math error assessments should be limited to the follow-
ing situations:

+ Inconsistent items in which the inconsistency is determined from the face of the
return;

¢ Omitted items, including schedules, that are required to be included with the
return; and

¢ Items reported on the return that are numerical or quantitative and which can be
verified by a government entity that issues or calculates such information.

The IRS prepared a position paper in response to this legislative recommendation. Table
1.8.3 summarizes the IRS’ response to the National Taxpayer Advocate’s Legislative
Recommendations:

B IRC § 6213(h).

SECTION “IRC § 6213(h); See National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-
2002), p. 26.

0 NE 5 IRC § 6213(h).

116 MOST SERIOUS PROBLEMS ENCOUNTERED BY TAXPAYERS




Table of Contents

MOST SERIOUS PROBLEM: MATH ERROR AUTHORITY

Toric#8 PROBLEMS

TABLE 1.8.3, LEGISLATIVE PROPOSALS AND IRS POSITION

Legislative Proposals

IRS Position

Limit the definition of mathematical and clerical

error to:

* Inconsistent items in which the inconsistency is
determined from the face of the return;

*  Omitted items, including schedules, that are
required to be included with the return; and

* Items reported on the return that are numerical

or quantitative and which can be verified by a

* Use of math error procedures does not lessen
taxpayer rights.

 Taxpayers who potentially lose rights include
those who make no response to math error
notices.

* Use of a statutory notice of deficiency after
delivery of the first IRS notice will not increase

the likelihood of taxpayer response.
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government entity that issues or calculates such

information. '®
Repeal the authority allowing the use of math e The math error process allows IRS to resolve
error procedures for adjusting Earned Income Tax many EITC-related discrepancies with single-
Credit (EITC) based on Federal Case Registry of notice correspondence, rather than the more
Child Support Orders (FCR) information, since lengthy and expensive three-step deficiency
issues such as a child’s place of residence are based process.
on a facts and circumstances amalysis.17 e Use of statutory procedures for assessing

additional tax as outlined in IRC § 6212(a),
would require more resources to handle the

same number of cases that are currently being
18

resolved using math error procedures.

IRS COMMENTS

The IRS agrees with the National Taxpayer Advocate that improvements in Math Error
notice clarity need to be made. Many times taxpayers find the notices explaining the
Math Error and Appeal processes to be confusing. In some cases, these notices offer inad-
equate explanations regarding items that the IRS modified or denied on tax returns
and/or don’t clearly explain the process of making an appeal. The IRS is committed to
ensuring that every taxpayer understands our processes and his or her rights. To achieve
that goal, we have created ongoing teams for notice improvement, resulting in:

¢ Revision of all business and some individual Taxpayer Notice Codes (TPNCs) to
include line-specific references by January 2004. This improvement will be in time
for the processing of Tax Year (TY) 2003 returns - not after most have already been
processed, as stated by the Taxpayer Advocate.

' National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-2002), p. 186-187.
17
Id.

8 |RC § 6212(a) provides that,”[i]n general, if the Secretary determines that there is a deficiency in respect of
any tax imposed by subtitle A or B or chapter 41, 42, 43 or 44, he is authorized to send notice of such defi-
ciency to the taxpayer by certified mail or registered mail. Such notice shall include a notice to the taxpayer
of the taxpayer’s right to contact a local office of the taxpayer advocate and the location and phone number
of the appropriate office.”
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¢ Start-up of a standardized language notice team in January 2004.

Scheduled revision of the remainder of the individual math error codes with line-
specific item references by July 2004.

¢ Incorporation of stakeholder recommendations on improved language by July
2004.

¢ Implementation of changes in notice language on Appeals by January 2005. We
recognize the importance of this effort and will make every effort to ensure timely
implementation.

¢ Elimination of obsolete or redundant notices by January 2005. This will ensure the
reduction of confusion on the part of both taxpayers and employees.

The IRS does not agree that the current Math Error program deprives taxpayers of their
right to administrative appeal and judicial review. Internal Revenue Code section 6213(b)
authorizes the IRS to assess an amount of tax in excess of that shown on the return if the
excess is the result of a mathematical or clerical error appearing on the return. To do so,
the IRS must send a notice to the taxpayer identifying alleged error with an explanation.
If the taxpayer disagrees with the assessment and requests an abatement of this amount,
the IRS is required to abate the tax. Any reassessment of such tax is subject to the defi-
ciency procedures that would afford the taxpayer opportunity to obtain judicial review
before the tax is reassessed. In addition, if the taxpayer does not request an abatement
within the prescribed 60-day timeframe, the opportunity to file a claim for refund pro-
vides another avenue for taxpayers to appeal the assessment and/or seek judicial review.
However, we feel that increased clarity of notices will help taxpayers understand their
already adequate rights in this area.

In the IRS view, the use of math error procedures does not lessen taxpayer rights.
Potentially lost rights, according to the National Taxpayer Advocate in her 2002 Report to
Congress, included situations where taxpayers make no response to IRS math error
notices and, thereby, lose their opportunity to petition the Tax Court. IRS does not
believe, and the Advocate has not presented any data to support, that a taxpayer is more
likely to respond to a statutory notice of deficiency after receiving a first IRS notice than
their responding to a math error notice.

In May 2003, the IRS and Office of Chief Counsel advised Treasury that we did not sup-
port the Taxpayer Advocate’s effort to rescind certain aspects of the Math Error authority.
Administration of this authority reflects the Congressional intent authorizing the IRS to
dispose of taxpayer errors without resorting to examination deficiency procedures. This
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authority, clearly defined in the Internal Revenue Code (IRC) 6213(g), allows the IRS to
prevent issuance of erroneous or fraudulent refunds when taxpayers’ returns contain the
enumerated missing or incorrect entries, reduces taxpayer burden in many cases and
focuses limited IRS resources on other customer service efforts.

The IRS continues to disagree with repealing the use of math error procedures for adjust-
ing EITC based on Federal Case Registry of Child Support Orders (FCRCSO) informa-
tion. The FCRCSO is a government database that includes child support orders. A child
support order is part of a divorce decree stating with whom the child resides. Access to
these orders allows the IRS to determine whether a taxpayer is a custodial parent and,
thus, entitled to the Earned Income Tax Credit (EITC). Use of the FCRCSO is akin to
obtaining information from SSA to determine the age of a taxpayer and therefore,
whether the taxpayer is entitled to the credit for the elderly. Another example would be
obtaining information from the Form 1098, which supports the deduction for mortgage
interest paid, in the same way that as a child support order supports the residency require-
ment for eligibility for the EITC. It should also be noted that the sharing and use of gov-
ernment databases between agencies is consistent with the e-government initiative of the
President’s Management Agenda.
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To ensure that FCRSCO is an appropriate source of information for math error contacts,
a task force that includes representatives from the Taxpayer Advocate Service is currently
working to perfect the FCRCSO database as well as the IRS processes for interacting with
the database. Based on these efforts so far, IRS has some concerns and has delayed imple-
mentation of expanded math error authority using FCRCSO for processing year 2004,
and will continue to study the use of this data to preclude duplicate or fraudulent claims
of qualifying dependents by non-custodial parents for purposes of the EITC. Once this
study is complete, a decision will be made on the use of this expanded math error author-
ity in a subsequent year.

TAXPAYER ADVOCATE SERVICE COMMENTS

The IRS has taken numerous, positive steps to improve the communication of taxpayer errors and
proposed corrections. Ve are pleased to have had a Taxpayer Advocate Service analyst serving on the
Notice Process Improvement Initiative Team (NPIIT) and look forward to observing the effect of
math error notice revisions during the processing of 2003 tax returns. \We reemphasize the need for
an ongoing, systemic review process to assess the effectiveness of the revised notices as well as the error
identification process itself.
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W continue to assert that inappropriate use of the math error process does abridge taxpayer appeal
rights in several important ways. First math error notices fail to disclose the significance of an insuffi-
cient response. The IRS implies that the same taxpayers who fail to respond to a math error notice
are no more likely to respond to a deficiency notice. That position overlooks the vast disparity
between the appeal language in the two notices. Math error notices currently suggest only that a tax-
payer call within 60 days if they disagree. The consequences of exceeding that time frame (loss of
access to deficiency proceedings or tax court) are not mentioned. A deficiency notice, in comparison,
addresses response procedures and appeal rights in detail.*

The National Taxpayer Advocate has commented elsewhere in this report about the Service’s position
that taxpayers’ actual response (or lack thereof) to notices is a measure of the adequacy of a notice’s
effectiveness in meeting fundamental due process considerations. While a high taxpayer appeal rate
may be an indicator that taxpayers understand the right to an administrative appeal, the response
rate alone is not the only measure of taxpayer comprehension. A notice that clearly informs the tax-
payer of his or her appeal rights is absolutely essential to a taxpayer having the opportunity to obtain
those rights, whether or not he or she actually claims them.

Any discussion of appeal rights should at a minimum specify:

+ the need to request an abatement should the taxpayer disagree;
# how to request the abatement; and
+ what appeal options are preserved by a timely response.

The difference in communication of appeal rights is only a small element of the TAS concern with the
overapplication of summary assessments. The math error process affords more limited taxpayer inter-
action with the IRS and over a shorter period of time. Sixty days to interact with a customer service
agent (who also may not realize the importance of declaring every disagreement as a request for abate-
ment) is substantially different from the contact and time frames of deficiency proceedings.

These distinctions form the basis for a continued request for limitations on the application of math
error authority. Determinations of fact and circumstance are inappropriate for the limitations of the
math error process. The data contained in the Federal Case Registry (FCRSCO) is fundamentally
different from that contained in the Social Security Administration’s database. Errors with respect to
a person’s Social Security number, or interest paid on a mortgage loan, are numerical (quantitative)
in nature and easily resolved. Where a child resides for more than half the year is inherently factual
in nature, potentially changing from year to year.

¥ Robert B. Nadler, “Math Error Notices: In Search of Taxpayer Rights,” Tax Notes Today, July 7, 2003, TNT

SECTION
1316, p. 5.
0NE ? See infra discussion of the Combination Letter.
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As a matter of policy and fair tax administration, summary assessment authority should not be used
in conjunction with this type of determination. In saying this, the National Taxpayer Advocate is
not questioning the use of the FCRSCO as an audit selection indicator. She agrees that, when used
in conjunction with other databases, the FCRSCO can help identify returns that warrant closer
scrutiny. The National Taxpayer Advocate is challenging, however, the appropriateness and efficacy
of the FCRSCO under math error procedures. TAS participation in setting up guidelines for using
the FCRSCO in determining EITC dependency does not imply agreement with the legislated authori-
ty. TAS is participating in recognition of the difficulties this new authority will pose for taxpayers if
implemented.”
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Math error authority can be and was intended to be an efficient means of correcting errors identified
in the course of return processing. Application of the process to more complex return preparation chal-
lenges, particularly those involving qualitative - not quantitative - judgments, are not justifiable at
any cost savings, where the short cut inhibits the taxpayers ability to properly assert a legally accept-
able position.

2 The National Taxpayer Advocate notes that Congress recognized her concerns when it expanded math error
authority in 2001, by requiring the Department of Treasury, in consultation with the National Taxpayer
Advocate, to study the accuracy and appropriateness of the use of math error and summary assessment author-
ity in connection with the FCRSCO. S. Rep. 107-30, p. 16-22.
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TOPIC #9 MOST SERIOUS PROBLEM: NAVIGATING THE IRS

RESPONSIBLE OFFICIALS

Dale Hart, Commissioner, Small Business/Self-Employed Division
Henry O. Lamar, Commissioner, Wage and Investment Division
Frank Keith, Acting Chief, Communications and Liaison
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DEFINITION OF THE PROBLEM

Taxpayers and practitioners cannot locate the function or employee at the IRS who has
the responsibility and authority for resolving a particular tax problem. Even IRS employ-
ees have difficulty determining who is accountable for program areas within the reorgan-
ized IRS.

(]
=
(]
=
d
]
o
]
(]
=

ANALYSIS: NEW DEVELOPMENTS

The National Taxpayer Advocate’s 2002 Annual Report to Congress ranked “Navigating
the IRS” as the Number One Most Serious Problem for taxpayers and practitioners, as
well as for IRS employees.* In response, the IRS stated that it is building a network of
tools and services that will simplify the process of navigating the modernized IRS for tax-
payers, practitioners, and employees, but this approach requires a continuing long-term
effort.? The IRS’ initiatives included:

¢ New and improved intranet tools to help employees become more knowledgeable
about the reorganized IRS, so they can be more helpful to taxpayers who need
assistance;®

¢ Improvements in the toll-free telephone system, such as segmenting telephone
services by customer type and need; and

¢ Enhancements to the public IRS website, http://www.irs.gov, to improve Internet
communication between the IRS, taxpayers and practitioners.

Improved Intranet Tools

When taxpayers or practitioners contact the IRS for assistance, they expect that IRS
employees can determine the appropriate official or area to handle their issue. However,
since the post-1998 reorganization, employees found it difficult to assist taxpayers because
a user-friendly, accurately updated directory of the reorganized IRS was not available.
Employees were frustrated by an unclear management chain in the reorganized agency
and by the difficulty of locating a person with the authority to take a particular action.*

! National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 7.

SECTION 1d. at9.

® The intranet is an internal web network for IRS employees.
0NE * National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 8.
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The IRS has now provided IRS employees with an excellent organizational directory. The
“IRS Roadmap,” which made its debut in July 2003, is a website directory that locates pri-
mary management officials in all business units and in every geographic area. Employees
can easily generate a concise table of telephone numbers for directors, area directors, and
territory managers by location and business function. This directory also lists the names
and telephone numbers of state disaster coordinators and state commissioner’s representa-
tives.® It provides a link to the IRS National Directory to view Headquarters executives,
as well as a cross-link to the “Program Responsibility Matrix,” to view program responsi-
bility and ownership. Moreover, each operating division has a contact person responsible
for keeping the Roadmap accurate and current.
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The IRS has marketed the “IRS Roadmap” by placing a hyperlink to that web page on the
IRS intranet home page, viewable by all IRS employees who use computers. The IRS
communications office also e-mailed all employees a news release announcing the new
tool.

By continuing to enhance its internal website for IRS employees, the IRS has taken a very
important step to help taxpayers and practitioners find their way around the reorganized
agency. The Servicewide Electronic Research Program (SERP), also featured on the
intranet home page, provides employees with a multitude of contact information for vari-
ous IRS program areas. However, employees are not given the time or training to become
familiar with SERP and other resources available to them. The IRS may also make addi-
tions to the intranet, or redesign or relocate a site, without informing employees. The IRS
must ensure that employees are trained in intranet use, as well as continually apprised of
changes to the network. Once employees are adequately trained about the tools available
on the intranet, they will be well equipped to guide taxpayers to the appropriate people to
assist them.

New Communication Needed with Taxpayers

Before the IRS’ most recent reorganization, it served taxpayers geographically. Today, the
IRS serves segments of the taxpayer population that have similar filing characteristics,
such as large corporations or small businesses; and IRS employees specialize in working
tax returns and programs that have similar characteristics. One office may serve all taxpay-
ers nationwide who are affected by a particular program, without the assistance of a field
office in each state or major city. The geographical office a taxpayer has grown accus-
tomed to working with may no longer be the appropriate place to contact with regard to
his or her specific need. This organizational change required the IRS to develop new lines
of communication with taxpayers. The IRS continues to enhance its automated services,
allowing many customers to obtain answers without the need for human interaction. The

® The state’s IRS Commissioner’s Representative (formerly district director’s representative) handles emergencies
and makes decisions that affect the local field offices.
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IRS regards automation as a strategic tool to increase the number of callers served by a
limited number of representatives.®

The IRS is also collaborating with various external organizations to provide products and
services to taxpayers. Through these partners, such as the Small Business Administration,
taxpayers receive products and information that fit their particular situations. Taxpayers
who qualify for the Earned Income Tax Credit (EITC) or the Child Tax Credit, or who
need an Individual Taxpayer Identification Number (ITIN), may receive aid from public
and private organiztions working with the IRS. Through partnerships with the IRS, organ-
izations that taxpayers trust, including Low Income Taxpayer Clinics and other communi-
ty organizations, are developing marketing campaigns to help taxpayers who may be
starting their first job, opening a new business, starting a family, or planning retirement.
Although these partnerships provide another avenue for taxpayer contact, the IRS must
track the number of taxpayers that the partnerships assist and the type of aid they provide
to determine their effectiveness.

Improved Toll-Free

The IRS has made numerous improvements to its toll-free telephone system. A nation-
wide, toll-free, accounts-related service for tax practitioners became operational in fiscal
year 2002.” The IRS realigned and expanded its toll-free system in fiscal year 2003. New
toll-free lines include a Business and Specialty Tax line for small businesses, corporations,
partnerships and trusts that need information or help in preparing business returns; a
Refund Hotline for series 1040 filers to check the status of their refunds; and an e-Help
number for questions and issues concerning electronic filing products.® The IRS toll-free
telephone system automatically transfers taxpayer calls to appropriate numbers dedicated
to service their particular tax needs. Previously, for some specialized numbers, IRS assis-
tors could provide the specific number, but the taxpayer had to make a separate call. The
IRS has also updated its automated menu to provide callers with information about the
2003 Advanced Child Tax Credit.

An ongoing deficiency with “toll-free” is that the system does not provide taxpayers with
the specific option of reaching a “live” assistor. Taxpayers only speak to assistors when
they fail to make a choice within the toll-free menu. The National Taxpayer Advocate’s
2002 Annual Report to Congress problem topic number 18, “Toll Free Level of Service
(Access)” discusses problems with taxpayers’ expectations to reach a live assistor, the time
customers spend waiting on hold, and the routing of callers from one phone line to
another.?

® Letter from J.R. Watson, Director, Customer Account Services (Wage and Investment Division) to John
Boehm, Chairman Midwest Taxpayer Advocacy Panel (February 14, 2002.)

" The Practitioner Priority Service provides toll-free information about a taxpayer’s specific account to practi-
tioners who have power of attorney for that account. It is available at 1-866-860-4259.

8 The Business and Specialty Tax number is 1-800-829-4933; the Refund Hotline number is 1-800-829-1954; the

SECTION
e-help number is 1-866-255-0654.
0NE ° National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Revision 12-2002), p. 125-130.
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Improved Internet Tools

For taxpayers and practitioners using the IRS Internet site at http://www.irs.gov, products
and services are segmented by customer type: Individuals, Businesses, Charities & Non-
Profits, Government Entities, Tax Professionals, and Retirement Plans. When customers
choose a particular segment, further subdivisions direct them to the appropriate informa-
tion. For example, the category of Charities & Non-Profits is divided into Business League
Organizations (Orgs), Charitable Orgs, Employee Associations, Fraternal Societies, Labor
& Agricultural Orgs, Political Orgs, Social Clubs, Social Welfare Orgs, and Veterans Orgs.
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In addition to segmenting by customer type, the IRS website highlights frequently asked
questions, such as inquiries about the status of a taxpayer’s refund; requests for tax forms
and publications; explaining where to file and how to contact local offices; and providing
information about the 2003 tax cuts and the Advanced Child Tax Credit. The IRS
promptly established a link on the Credit (ACTC). A series of ACTC explanations
appeared on the website from May to August 2003, including a consumer alert issued
June 18, 2003, warning taxpayers about a scam targeting potential ACTC recipients. The
scheme involved a charge to the taxpayer’s credit card to “speed up” the payment of the
ACTC. Taxpayers can also check the status of their own ACTC refund on the site. Other
useful links from the homepage include “Armed Forces Tax Benefits,” installment plans
for making tax payments, and advice for newlyweds and working students. The page also
includes a link to the Taxpayer Advocate Service’s homepage.

Although the Internet and the IRS public site are improving communication and services
between taxpayers and the IRS, they are not a panacea for the problems taxpayers have in
contacting the IRS. The IRS has done little to educate taxpayers about using its website.
As reported in the IRS Customer Satisfaction Survey, W&l Market Segment Survey
National Report, issued December 2002, “64 percent of Wage & Investment (W&I) tax-
payers have Internet access at home and 74 percent of W&I customers are aware of the
IRS website, yet only 17 percent used it.” An outreach plan that provides taxpayers with
widespread knowledge about its website would benefit the public and the IRS.

It is incumbent upon the IRS to provide quality customer service for all available contact
methods, whether by telephone, by mail, over the Internet, or at a Taxpayer Assistance
Center (walk-in site). “Individuals Online in 2007 and What This Means for Wage and
Investment (W&I)”, prepared for the IRS Director of Strategy and Finance, reported that
low income, minority, and elderly taxpayers lack Internet access or experience, and there-
fore will continue to require conventional methods of customer service via telephone,
mail, and walk-in assistance. However, some recent studies indicate that these three
groups have been among the fastest-growing groups of Internet users:*

2 sources: U.S. Department of Commerce, National Telecommunications and Information Administration, “A
NATION ONLINE: How Americans Are Expanding Their Use of the Internet,” February 2002, available at
http://www.esa.doc.gov/pdf/anationonline2.pdf, and Michael Pastore, “Demographics: Minority, Low-Income
Internet Use Increases,” available at http://cyberatlas.Internet.com.

2003 ANNUAL REPORT o TAXKPAYER ADVOCATE SERVICE 125



Table of Contents

)
>
=;
e
[ -
D pn
)
w» &=
R
=

SECTION

ONE

MOST SERIOUS PROBLEM: NAVIGATING THE IRS TOPIC #9

Internet use is increasing for people regardless of income, education, age, race, ethnicity,
or gender. Inequality among various groups is decreasing.

“In 2000, the Internet has continued its growth toward becoming a mainstream medium...
web usage is on its way to becoming pervasive... in light of the ability of the Internet to
efficiently and effectively reach a wide variety of target consumer segments.”*

These studies indicate that the IRS should continue to improve its website, and encourage
the public to use it as alternative method of contact. However, increased Internet usage
does not necessarily translate into computer - or Internet - literacy. In addition, the IRS
site is not easy to navigate, especially for taxpayers new to computers and the World Wide
Web. The IRS should develop and implement specific plans to help new Internet users,
including low income, minority, and elderly taxpayers, gain experience and comfort in
accessing the IRS site and using it fully to their benefit. If taxpayers are aware of and well
educated about the assistance they can provide themselves online, IRS representatives will
have more time to help taxpayers solve problems that automation cannot serve.

The IRS can do more

Even though the IRS has provided its employees with an easy-to-access, user-friendly
directory, it has not done the same for taxpayers and practitioners. They must contact an
IRS employee to do what many of them could do for themselves if the “Roadmap” direc-
tory was available on the public website at www.irs.gov. As reported in the National
Taxpayer Advocate’s 2002 Annual Report to Congress, the IRS replaced its planned
Interactive Organizational Directory (I0D) with the IRS Directory for Practitioners
(IDFP).” This directory is available for tax professionals on the public website but is not
user friendly. Some of the problems with the IDFP include:

¢ Practitioners must search the directory by entering the name, title, or organization
of the person responsible — the very information that practitioners are trying to
obtain from the IDFP.

¢ The directory uses IRS jargon and abbreviations that can make searches unsuccess-
ful and results hard to understand.

¢ When a search is successful, the results are difficult to read and may be missing
important information, such as a telephone number or website address.

™ U.S. Department of Commerce, National Telecommunications and Information Administration, “A NATION
ONLINE: How Americans Are Expanding Their Use of the Internet,” February 2002, available at
http://www.esa.doc.gov/pdf/anationonline2.pdf.

2 Michael Pastore, “Demographics: Minority, Low-Income Internet Use Increases,” available at http://cyberat-
las.Internet.com.

'3 National Taxpayer Advocate, Annual Report to Congress, Publication 2104 (Rev. 12-2002), p. 8.
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¢ The “keywords” recommended by the directory often do not provide a match.

¢ The IRS designed the IDFP for practitioner use, but taxpayers can access it by
choosing the “Tax Professionals” tab on the website. However, taxpayers are direct-
ed to the link for “Individuals,” where there is no directory; nor is there a directory
for business taxpayers. Once taxpayers do reach the directory, its design problems
pose a major obstacle to effective use.

Improvements Needed for International Taxpayers
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International taxpayers have an extremely difficult time contacting the IRS. Overseas tax-
payers do not have access to toll-free lines yet are referred to toll-free numbers, for exam-
ple to request an Employer Identification Number (EIN) or to request IRS forms or
publications. Publication 1, Your Rights as a Taxpayer, and Publication 594, What You
Should Know About The IRS Collection Proc